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Crystal River Capital, Inc. (NYSE: CRZ) is a specialty finance REIT, The Company invests in commercial real

estate, real estate loans, real estate related securities, such as commercial and residential mortgage-

backed securities, and other alternative asset classes. Crystal River focuses on opportunities across the

real estate spectrum that are consistent with its goals of generating sustainable long-term cash flows and

that are funded with long-term iabilities. For more information, visit www.crystalriverreit.com,




FINANCIAL HIGHLIGHTS

in thousands, except per share data 2007 2006 2005*
Consolidated Operating Data

Total interest and dividend income $ 219,919 $ 201,224 $ 79,601
Rental income, net 16,210 - -
Total revenues 236,129 201,224 79,601
Interest expense 156,797 139,601 48,425
Management fees - related party 6,502 7,922 5,448
Total expenses 184,338 151,677 56,861
Operating earnings . 69,908 48,547 22,740
Operating earnings per share {basic and diluted) 2.80 2.40 1.30
Net income (loss) (345,878) 46,917 13,948
Net income (loss} per share (basic and diluted) (13.86) 2.27 0.80
Dividends declared per share of common stock 2.72 2.7 1.55

Consolidated Balance Sheet Data

Available for sale securities $ 1,815,246 $ 3,342,608 $ 2,439,228
Real estate loans, net 170,780 237,670 146,497
Commercial real estate, net 234,763 - -
Total assets R 2,479,438 3,774,645 2,669,769
Repurchase agreements 1,276,121 2,868,449 1,994,287
Collaterakized debt obligations 486,608 194,396 227,500
Mortgages payable 219,380 - -
Total liabilities 2,368,846 3,218,371 2,288,340
Total stockholders’ equity 110,592 556,314 381,429

2005 operating data represents results from March 15, 2005 (inception) to December 31, 2005

-

E
£
E
5
£
5

Dty Sl







Looking Toward the Future

To Qur Stockholders:

2007 was a challenging year, as problems emanating from the U.S, sub-prime mortgage market spread to other
areas of the financial markets, including the consumer, corporate, municipal and government sectors, to create
the worst credit and liguidity crisis experienced in world financial markets in decades. As a result, borrowers

are facing obstacies finding financing on many types of assets.

Despite this difficult market environment, we continued to deliver solid operating earnings and made considerable

pregress in managing our balance sheet as we:

= Continued our strateqy of focusing on commerdal real estate assets, by making significant investments
in three office properties, which are fully leased on a triple-net basis to an investment grade-rated tenant
and match-financed with 10-year fixed-rate debt;

* Secured long-term, nen-recourse financing on the majority of our commercial mortgage-backed securities
(“CMBS") investments; and

» Issued $50 million of 30-year maturity Trust Preferred securities at an interest rate of 7.68%.

At the same time, the credit crisis did have an impact on Crystal River. We took non-cash impairment charges of
$317.9 million to reflect declining market values on our assets, we realized $40.0 million in losses as we closed
out of our CMBX credit defautt swaps (“CDS™) and certain single name CDS, and we took an additional $6.2
million in loan loss provisions and net losses due to the deleveraging of the partfolio to free up liquidity

sources. Deleveraging has placed, and may continue to place, downward pressure on gperating earnings.

2007 Review
We continued to deliver solid operating earnings throughout the year. We realized total operating earnings of
$69.9 mitlion, or $2.80 per share, for the year ended December 31, 2007, representing a 17% per share increase

from 2006. We also paid four dividends totaling $2.72 per share.

Our investment activity in 2007 was focused on commercial real estate assets. We acquired three office buildings
for $261.2 million, which are triple-net leased to an investment grade tenant under leases with terms in excess
of 12 years. We financed the purchases with 10-year, non-callable, non-recourse, fixed-rate mortgage loans,
locking in a mid-teens return on equity. These acquisitions are consistent with our strategy of investing in

long-term assets that generate sustainable cash flows and are financed with long-term liabilities.



Lodking Toward the Future

We also purchased $93.5 million of CMBS rated BBB and below across 13 securitizations. Our diligent credit
analysis of these securities encompassed a review and re-underwriting of all the mortgages in the securitization
and, in some cases, an elimination of those mortgages that were deemed too risky. We are comfortable ‘ith
our thorough underwriting process, which has been substantiated by more than 15 years of experience that
our Manager has in investing in CMBS. In spite of this, we took impairments on these holdings resulting from

lower market valuations.

We issued $50 million of 30-year Trust Preferred securities. This transaction provides us with tong-term non-

collateralized financing at a cost of 7.68%, which is certainly very attractive relative to today’s financing market.

On the negative side, we had anticipated to complete a long-term financing transaction in the summer of 2007
on more of our CMBS holdings. We had approximately $150 million of CMBS ($200 million par value) accumulated
for this financing at the end of the first quarter of 2007 and purchased additional exposure to investment
grade-rated CMBS via the CMBX market in hopes of accelerating the execution. However, the credit crisis has
led to a shutdown of the debt market, and we liquidated the CMBX holdings in the fourth quarter, realizing

$32.6 million in losses.

An additional event with negative impact were the non-cash impairment charges of $317.9 million taken over
the year. The majority of the impairment charges were attributable to lower market values of our RMBS and
CMBS holdings. Prices on these securities have declined by over 50% and with approximately 54% of our net
assets invested in non-Agency residential and commercial mortgage backed securities at year-end, the market

value adjustments in the sector had a dramatic effect on our GAAP results of operations and book value.

The fundamentals of non-Agency RMBS have clearly changed. Without the ability to refinance, some borrowers
have found it impossible to meet higher mortgage costs and, as a result, increasing mortgage delinquencies and
foreclosures have pushed home prices lower in many areas of the country. This change has resulted in declining
prices of most non-Agency RMBS, as losses are expected to be higher than initially assumed. Fortunately, the
Treasury Department is working to help homeowners cope with the housing crisis, while the Federal Reserve: has
lowered interest rates in an attempt to reduce borrowing costs for individuals and corporations alike, and help
stabilize earnings for financial institutions. While investors expect significant losses on RMBS holdings, these
government initiatives are expected to help contain losses and enable banks and other financial institutions to

recover from the aftermath of the credit crisis.
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Looking Toward the Future

At the beginning of 2006, we dramatically curtailed our investment activity in the non-Agency residential sector,
and we adhered to this strategy throughout 2007. Nonetheless, we were not able to avoid the dramatic declines
in market values of the non-Agency RMBS sector as a whole. In 2007, we took non-cash impairment charges of
$128.7 million on our non-Agency RMBS holdings. Some of these impairments are expected to result in realized
losses as the fundamentals underlying our investments have clearly deteriorated from our original assumptions.
While it is still early to estimate any realized losses, we anticipate that these losses will be less than what the
current market valuations reflect, as we believe that lower interest rates and ongoing loan modifications should
translate into lower losses than currently reflected by market projections. At year-end, delinquencies on our
prime and sub-prime RMBS haldings were 2.9% and 22,7%, respectively, while realized losses were 0.0% and

1.6%, respectively.

A different scenario is emerging for commercial real estate, specifically CMBS, as higher financing costs and
lower prices for commercial real estate assets have significantly curtailed trading activity in the CMBS market. But
overall, we believe that commercial real estate fundamentals remain sound and, unlike the residential sub-prime
market where a large portion of the mortgages have interest rates that reset in the next twelve months, the
commercial real estate market is predominantly funded on a 10-year fixed-rate basis. While loans that are
maturing or need to be refinanced in the current enviranment are likely to face challenges, we believe that
loans with longer-term financing may not be affected by this difficult environment. All of our CMBS holdings

are backed by fixed-rate mortgages that mature in six to 10 years.

Despite the sound fundamental picture for commercial real estate, CMBS prices are dramatically lower — by 50%
for sume investment grade-rated securities. Based on our analysis, commercial real estate prices would have to
decline in excess of 20%, and CMBS delinquencies, currently at 0.35%, would have to increase to 2% annually

and remain at those depressed levels for approximately nine years to justify these valuations.

Thus far, the performance of our CMBS portfolio is in line with the overall CMBS market, with delinquencies of
0.28% versus the market delinquency rate of 0.35%. We believe that current CMBS valuations are significantly
below their fundamental values. Nonetheless, we took $175 million in non-cash impairment charges on our
(MBS portfolio holdings, reflecting the lower market value of these holdings. Barring the aforementioned
scenario of sharply declining commercial real estate values and 2% delinquencies for the next nine years, we
expect that the majority of these non-cash impairment charges will be recovered over the holding period of

these assets.




Looking Toward the future

Managing Liquidity

Starting in the second half of 2007, managing liquidity became — and continues to be ~ our main priority.
Whereas most of our assets, such as the properties and the assets in the CDOs, have been financed with long-term
liabilities, some of our assets are financed short-term, while they are in transition toward longer-term financing
solutions. These short-term financings are typically reverse repurchase agreements that are collateralized by
our assets. As asset values declined, margin calls and lower loan amounts placed demands on the Company’s
cash and other liquidity sources. We benefited from having a portfolio of marketable securities and were able
to respond by deleveraging our balance sheet via sales of pertions of the portfolio with a minimal impact: on
earnings. Additionally, we had unencumbered assets that we were able to pledge in order to further manage
our liquidity. To the extent that prices on non-Agency RMBS and CMBS continue to decline, we may hava to

deleverage the balance sheet further, which could negatively impact our earnings.

Stock Repurchase Program

We announced a stock repurchase program of up to two million shares in the third quarter of 2007. While it was
our intention to capitalize on a stock that we felt was trading below our enterprise value, we had to balance the
repurchase with increased demands on liquidity from our short-term collateralized borrowings. To date, we have
purchased 299,300 shares, and, while we agree that a stock repurchase program continues to be attractive, we

also believe that it is important for us to preserve cash in light of the volatile financing markets.

Looking Taward the Future

The longer-term outlook for the global markets continues to be positive, and the fundamentals that have
provided growth for our economy aver time continue to be in place. However, there are challenges that need
to be addressed to combat the current credit crisis. We believe there are two prerequisites needed to get our

economy back on track.

First, economic activity needs to strengthen. Fortunately, the economy is one of the top priorities for the
government, and we believe that the measures by the government and the Federal Reserve mentioned earlier

wilt pay off over time.










Looking Toward the Future

Second, financial institutions need to recapitalize their balance sheets to encourage them back into the
business of lending. As write-downs have eroded risk-based capital, asset-based lending has dramatically
diminished. Even the most basic financing activities are having difficulties in this market, impacting not only
residential and commerciat real estate mortgages, but the financing of school districts, municipalities and
corporations, Financial institutions need to build up their capital to expand their lending capacities and allow

businesses to once again fund their operations.

The problems in the credit markets are significant, as they impact all parts of the economy and will take time
to correct. Anything that needs to be financed or refinanced will be challenged in this market. The cost of new
debt will likely be higher, and borrowers will be required to procure more equity - equity that some borrowers
may not have. As a result, fixing just the sub-prime mortgage problem will no longer suffice - the solution

must be more far-reaching.

As far as Crystal River's book value is concerned, I would like to highlight the increased book value that will result
from our adoption of the new accounting rule SFAS 159 effective January 1, 2008. Under this new accounting
rule we have elected to record our “available for sale” securities portfolio held within our CD0s and the
corresponding CDO liabilities at fair value. In addition, we believe that book value can be recovered in several
ways. At some point in time, when market forces begin to normalize, we expect improvements in the prices
of RMBS and CMBS to occur, which is expected to translate into higher book values. Additionally, should the
credit performance of our holdings perform as expected, higher book values will result in time as the securities

mature, provided we are able to retain these assets in the face of a deleveraging market.

How does this changed environment affect our business going forward? Until now, a large partion of our earnings
has been attributable to our investments in RMBS and CMBS and the utilization of (DO term financing for these
assets. This has been a very lucrative portion of our business with over 50% of our equity invested in this strategy,
resulting in current unrealized returns of more than 20% on invested equity. However, with the demise of the
CDO market, it is unlikely that the returns on these asset categories can be replicated in the future. If and when
the term financing markets return, our long-term return on equity is expected to normalize in the mid-teens.
In the meantime, we expect the return on equity from our existing business segments to slowly wind down as
the assets mature. Yields on our RMBS holdings are likely to run aoff over the next three years, while yields on

the longer-duration CMBS holdings are expected to run off within 10 years.
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Looking Toward the Future

In terms of our business strategy, as long as debt and equity markets remain inaccessible, managing the balance
between earnings, asset management, financing, liquidity and reinvestment will be our priority. Market
volatility and changes in margin requirements on our assets may result in further deleveraging that could lead

to lower earnings.

Until stability returns to the markets, valuation of assets normalizes and access to term financing reopens,
we will be extremely conservative in allocating our capital. We acknowledge that asset opportunities are
plentiful and as attractive as they have been in decades, but we require both an attractively priced asset
as well as a term financing of that asset. It is the financing part of the equation that is challenged in this
market. As long as the credit markets are volatile, we will continue to utilize cash flow to manage both
operations and our funding facilities, and take limited advantage of opportunistic investments. When
some form of equilibrium returns, we plan to continue our strategy of investing in assets that generate

long-term sustainable cash flows and are funded with long-term Liabilities.

We are optimistic that the business and economic environment in the year ahead is going to rebound and
provide positive momentum for our operations. Having said that, we are aware of the challenges before us,
and we want to assure our stockholders of our commitment to growing the business in a measured way, with a

disciplined focus on return on capital and sustainable cash flows.

I would like to thank our Board of Directors for their immense support and insightful advice over the last year.

Finally, on behalf of my entire team, I would also like to thank you for your continued interest and supaort.

Sincerely,

Clifford E. Lai

President and Chief Executive Officer
Crystal River Capital, Inc.
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FORWARD-LOOKING INFORMATION

This letter to stockholders contains certain forward-looking statements within the meaning of the Private
Securities Litigation Reform Act of 1995, including statements relating to our future financial results.
These statements are based on various assumptions and may be identified by the use of forward-looking
terminology, such as “may,” “will,” “believe,” “expect,” “anticipate,” “continue,” “should,” “intend,” or
similar terms or variations on those terms or the negative of those terms. We can give no assurance that
our expectations will be attained. Factors that could cause actual results to differ materially from those
set forth in the forward-looking statements include, but are not limited to, changes in interest rates,
changes in yield curve, changes in prepayment rates, the cffectiveness of our hedging strategies, the
availability of targeted invesiments for purchase and origination, the availability and cost of capital for
financing investments and the terms of any such financing, changes in the market value of our assets,
future margin reductions and the availability of liquid assets to post additional collateral, changes in
business conditions, competition within the specialty finance sector, changes in government regulations
affecting our business, our ability 1o maintain our qualification as a real estate investment trust for
federal income 1ax purposcs and other risks disclosed in our Annual Report on Form 10-K for the fiscal
year ended December 31, 2007. We do not undertake, and specifically disclaim any obligation, to update
or supplement any forward-looking statements.

DEFINITION OF OPERATING EARNINGS

This letter to stockholders makes relerence 10 operating carnings on a total and per share basis. The
Company considers its operating earnings to be income after operating expenses but before realized and
unrcalized gains and losses, hedge ineffectiveness, foreign currency exchange impact, loss on impairment
of assets and commercial real estate depreciation and amortization. The Company believes operating
earnings provides useful information Lo investors because it views operating earnings as an effective
indicator of the Company’s profitability and financial performance over time. Operating carnings can and
will fluctuate based on changes in asset levels, funding rates, available reinvestment rates, expected losses
on credit sensitive positions and the return on the Company’s investments as the underlying assets are
carried at estimated fair value. The Company has provided the components of operating eamings and a
full reconciliation from net income (loss) to operating eamings below. Operating earnings is a non-GAAP
measure that does not have any standard meaning prescribed by GAAP and therefore may not be
comparable 1o similar measures presented by other companies.

Reconciliation of Net Income (Loss) to Operating Earnings (Unaudited)

(% in thousands, Year ended December 31,
except share and per share data) 2007 2006
Net income (loss) $ (345,878) 3 46,917
Realized net loss on sale of securities available for sale,

real estate loans and other investments 1,698 2,128
Realized and unrealized (gain) loss on derivatives 84,951 (10,347)
Impairments on available for sale securities 317,931 10,389
Provision for loan loss on real estale loans 4,500 -
Foreign currency exchange (gain) loss (4,292) (580)
Depreciation and amortization 8,948 -
Cash settlements on cconomic hedges that did not qualify

for hedge accounting treatment 2,059 -
Other {9 1,040
Operating earnings $ 69908 $ 49,547
Operating earnings per share $ 2.80 $ 2.40
Weighted average number of shares outstanding:

Basic and diluted 24,962,708 20,646,637




PERFORMANCE GRAPH*

The accompanying graph compares Lhe cumulative total stockholder return on our common stock from
July 28, 2006, the day our common stock commenced trading on the NYSE, through December 31,
2007 with (i) the cumulative total return on the Standard & Poor’s 500 Composite Stock Price Index and
(i1) the cumulative total return on the Bloomberg Mortgage REIT Index for the same period. This graph
assumes that $100 was invested on July 28, 2006 in us and each of the market indices and that all cash
distributions were reinvested. Our common stock price performance shown on the graph is not necessacily

indicative of future performance.
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*The price performance comparison information in the table is not “solicitation material” is not deemed filed with the Securities

and Exchange Commission, and is not incorporated by reference in any filing of the company under the Securities Act vr the

Exchange Act whether made before or after the date hereof and irrespective of any general incorporation language in any filing.
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EXPLANATORY NOTE

o 1o

Except where the context suggests otherwise in this report, the terms “Crystal River,” “we,” “us” and “our”
refer to Crystal River Capital, Inc. and its subsidiaries; “Hyperion Brookfield Crystal River” and “our
Manager” refer to our external manager, Hyperion Brookfield Crystal River Capital Advisors, LLC;
“Hyperion Brookfield” refers to Hyperion Brookfield Asset Management, Inc., the parent company of
Hyperion Brookfield Crystal River; “Brookfield Sub-Advisor” refers to Brookfield Crystal River Capital L.P,
a sub-advisor that has been retained by us and Hyperion Brookfield Crystal River; “‘Brookfield” refers to
Brookfield Asset Management Inc., formerly known as Brascan Corporation, the indirect parent company of
Hyperion Brookfield and Brookfield Sub-Advisor, together with its subsidiaries; and “Ranieri & Co.” refers
to Ranieri & Co., Inc., another sub-advisor that has been retained by us and Hyperion Brookfield Crystal
River. References in this report to the rating of a debt security reflects the lowest of the credit ratings for such
security issued by each of Fitch, Inc., Moody’s Investors Service, Inc. and Standard & Poor’s Ratings
Services, a division of The McGraw-Hill Companies, Inc.

FORWARD-LOOKING INFORMATION

Some of the statements under “Risk Factors,” “Business,” “Management’s Discussion and Analysis
of Financial Condition and Results of Operations” and elsewhere in this Annual Report on Form 10-K
constitute forward-looking statements. Forward-looking statements relate Lo expectations, beliefs,
projections, future plans and strategies, anticipated events or trends and similar expressions concerning
matters that are not historical facts. In some cases, you can identify forward-looking statements by
terms such as “anticipate,” “believe,” “could,” “estimate,” “expect,” “intend,” “may,” “plan,” “goal,”
“objective,” “potential,” “project,” “should,” “will” and “would” or the negative of these terms or

other comparable terminology.

LN 13

The forward-looking statements are based on our beliefs, assumptions and expectations of our
future performance, taking into account all information currently available to us. These beliefs,
assumptions and expeclations can change as a result of many possible events or factors, not all of which
are known to us or are within our control. If a change occurs, the performance of our portfolio and
our business, financial condition, liquidity and resuits of operations may vary matertally from those
expressed, anticipated or contemplated in our forward-locking statements. You should carefully
consider these risks before you invest in our commeon stock, along with the following factors that could
cause actual resulls to vary from our forward-looking stalements;

* the factors referenced in this report, including those set forth below in Item 1A and in “Item 1.
Business” and “Item 7. Management’s Discussion and Analysis of Financial Condition and
Results of Operations;”

= general volatility of the securities markets in which we invest and the market price of our
common stock;

* changes in our business strategy;

* availability, terms and deployment of capital;

* availability of qualified personnel;

* changes in our industry, interest rates, the debt securitics markets or the general economy;
* increased rates of default andfor decreased recovery rates on our investments;

* increased prepayments of the mortgage and other loans underlying our mortgage-backed or
other asset-backed securities;

* changes in governmental regulations, tax law and rates and similar matters;




our expected financings and investments;

the adequacy of our cash resources and working capital;

changes in generally accepted accounting principles by standard-sctting bodies;
availability of investment opportunities in real estate-related and other securities; and

the degree and nature of our competition,



PART I
Item 1. Business.

Crystal River is a Maryland corporation that invests in commercial real estate, real estate loans
and instruments, rcal estate-related securities, such as commercial and residential mortgage-backed
securities, and various other asset classes. Qur objective is to generate sustainable current income and
long-term capital appreciation to our investors. To achicve this objective, we currently are investing
primarily in commercial real cstate, whole mortgage loans, junior interests in mortgage loans known as
B Notes, mezzanine loans, commercial mortgage-backed securities, or CMBS, mortgage-backed
securities issued by U.S. Government sponsored agencies, or Agency MBS, and non-Agency residential
mortgage-backed securities, or non-Agency RMBS. We also have invested in and intend in the fulure to
invest in diversified asset-backed securities, or ABS, including aircraft and consumer obligations, and
collateralized debt obligations, or CDOs. Finally, we have made and intend to continue to make
selective debt and/or equity investments in certain alicrnative assets, which may include power
generating facilities, timber and private equity funds managed by certain of our affiliates that invest in
such assets, to diversify our portfolio and enhance our risk adjusted returns. We are externally managed
and advised by wholly-owned subsidiaries of Brookficld. We have elccted and qualified 1o be taxed as a
real estate investment trust, or REIT, under the Internal Revenue Code since the 2005 tax year. To
mainiain our iax status as a REIT, we have distributed, and imend 1o conuinue o distribute, at least
90% of our taxable income, and have tailored our balance sheet investment program to originate or
acquire loans and investments to produce a portfolio that meets the asset and income tesls necessary to
maintain qualification as a REIT

We were organized on January 25, 2005 by Hyperion Brookfield, which may be deemed to be our
promoter, and completed a private offering of our common stock in March 2005, in which we raised
net procecds of approximately $405.6 million. In August 2006, we completed our initial public offering,
in which we sold 7.5 million shares of our stock and raised net proceeds of $158.6 mitlion.

We currently target and expect to continue to target asset classes that provide consistent, stable
risk-adjusted returns. We expect to continue to leverage our investments 1o enhance returns on our
investments. We make portfolio allocation decisions based on various factors, including expected cash
vield, relasive value, nisk-adjustied returns, current and projecied credit fundamentals, current and
projected macroeconomic considerations, current and projected supply and demand, credit and market
risk concentration limits, liquidity, cost and availability of financing and hedging activities, as well as
maintaining our REIT qualification and our exclusion from regulation under the Investment Company
Act of 1940. These factors place significant limits on the amount of ccrtain of our targeted investments
such as private equity funds, non-real estate loans, aircraft and consumer ABS, non-real estate-related
CDOs and other equity investments that we may include in our portfolio.

Our common stock, par value $0.00} per share, which we refer to as the Common Stock, is traded
on the New York Stock Exchange under the symbel “CRZ”. We establish our dividend by analyzing the
long-term sustainability of earnings given existing market conditions and the current composition of our
portfolio. This includes an analysis of our credit loss assumptions, gencral level of interest rates and
projected hedging costs.

We are managed by Hyperion Brookfield Crystal River Capital Advisors, LLC, which we refer to
as the Manager, a subsidiary of Brookfield Asset Management Inc., a publicly traded (NYSE:BAM)
asset management company with $95 billion of assets under management at December 31, 2007. The
Manager provides an operating platform that incorporates significant asset origination, risk
management, and operational capabilities.

Beginning in 2007, we determined that we operate in two reportable segments: a Sccurities, Loans
and Other segment and a Commercial Real Estate segment. See Note 18 to our consolidated financial




statements contained elsewhere herein for certain financial information relating to our segments for the
year ended December 31, 2007.

Current market conditions continue to remain challenging. Recently, the market for Agency MBS
has come under pressure from a few market participants’ forced sales of significant amounts of highly-
leveraged holdings, which in turn has caused a dip in market prices of Agency MBS and led 1o
increcased margin requirements from financing sources. Fundamentally, we believe the credit quality of
such securities are implicitly backed by the U.S. Government, but we believe that the increased supply
due to the de-leveraging of portfolios by our competitors could drive further selling pressure in the
sector. With respect to the non-Agency RMBS market, we believe that the fundamentals have clearly
changed for the worse. Prices on most securities other than Agency MBS continue to decline, but to a
lesser extent than what was noted in the latter half of 2007. On the positive side, the U.S. Government
has taken the initiative of lowering interest rates set by the Federal Reserve, which is expected 1o help
reduce borrowing costs for individuals and corporations alike, and result in more stable earnings for
financial institutions. While pricing for non-Agency RMBS assumes significant losses on securities, we
believe that these government measures, combined with lower intercst rates, are expected to help
contain losses and enable banks and other financial institutions to recover from the aftermath of the
credit crisis currently being experienced in the financial markets.

Our Manager

We are externally managed and advised by Hyperion Brookfield Crystal River, a wholly-owned
subsidiary of Brookfield that was formed on January 25, 2005 solely for the purpose of serving as our
manager, whose officers consist of investment professionals and employeces of Hyperion Brookfield or
one or more of its affiliates. As of December 31, 2007, Hyperion Brookfield Crystal River had no
employees and we and Hyperion Brookfield Crystal River had no independent officers and were
entirely dependent on Hyperion Brookfield for the day-to-day management of our operations. While
our directors periodically review our investment guidelines and our investment portfolio, other than any
investments involving our affiliates or our sub-advisors’ affiliates or investments proposed by Brookfield
Sub-Advisor, which they are required to review and approve prior to such investments being made, they
do not review all of our proposed investments, Our officers, as employees of Hyperion Brookfield or
one of its affiliates, have been delegated the responsibility to review and make investments consistent
with our investment strategy. Hyperion Brookfield Crystal River did not have any experience managing
a REIT prior to its entering into a management agreement with us and it currently does not provide
management or other services to entities other than us. Prior to our formation, Hyperion Brookficld
had no prior experience managing a REIT. Today, Hyperion Brookfield employs approximately 70
professionals and is dedicated lo providing investment management services for institutional clients and
mutual funds through the management of core fixed income portfolios as well as separately managed
portfolios of RMBS, CMBS and ABS. As of December 31, 2007, Hyperion Brookfield and its affi.iates
managed approximately $22.5 billion in assets for institutional clients, closcd-end investment companies
and CDOs.

We and our Manager believe that the most significant opportunities for out-performance exist
between and within our target assel classes, as well as among individual investments. Our Manager will
strive to identify and capitalize on relative value anomalics through the assessment of relationships
between supply and demand, changes in interest rates and associated prepayment expectations, market
volatility and investor trends. We and our Manager believe that, on a long-term basis, this investment
approach will provide attractive risk-adjusted returns.

We belicve our relationship with Brookfield, Hyperion Brookfield, our Manager and our sub-advisors
provides us with substantial benefits in sourcing, underwriting and managing our investments. Our Manager
is responsible for administering our business activities and day-to-day operations and uses the resources of
Hyperion Brookfield to support our operations. We believe that our management agreement and




sub-advisory agreements provide us access Lo broad referral networks, experience in capital markets, credit
analysis, debt structuring, hedging and asset management, as well as corporate operations and governance.
Our Manager, together with our sub-advisors, has well-respected, established portfolio management
resources for each of our targeted assel classes and an extensive, mature infrastructure supporting those
resources, Our Manager’s and our sub-advisors’ portfolio management resources and infrastructure are
fully scalable to service our company’s activities. We also expect o benefit from our Manager’s
comprehensive risk management, which addresscs not only the risks of portfolio loss, such as risks
relating to price volatility, position sizing and leverage, but also the operational risks such as execution
of transactions, clearing of transactions, recording of transactions, and monitoring of positions that can
have major adverse impacts on investment programs.

Our Manager and our sub-advisors have senior management teams with extensive experience in
identifying and financing, hedging and managing commercial real estate, real estate loans and
instruments, and real estate-related securities, such as CMBS, Agency MBS and RMBS. Clifford Lai,
our president and chief executive officer, also is the chairman of Hyperion Brookfield.

Our Manager is not gbligated to dedicate certain of ils employees exclusively to us nor is it
obligated 10 dedicate any specific portion of its time to our business. Morcover, none of our Manager’s
employces arc contractually dedicated to our Manager’s obligations to us under our management
agreement.

Our Business Strengths
* Access to a Top-Ranked Investment Advisor with a Superior Track Record
* Access to Complementary Investment Skills of Leading Sub-Advisors
« Experienced Professionals and Senior Management Team
* Diversified [nvestment Strategy
= Access to Hyperion Brookfield’s Infrastructure
* Relationships and Dcal Flow of Hyperion Brookficld and Our Sub-Advisors
* Alignment of Interests of Hyperion Brookfield Crystal River and Our Stockholders

Our Investment Strategy
Relative Value Philosophy

Hyperion Brookfield Crystal River’s investment strategy is consistent with Hyperion Brookfield’s
investment philosophy, which is predicated on the concept of relative value. We and Hyperion
Brookfield believe that the most significant opportunities for oul-performance exist between and within
sectors, as well as among individual investments. The invesiment process begins with a macroeconomic
assessment of the market. Included in the market assessment is the analysis of the interest rate
environment, the phasc of the real estale cycle, consumer credit trends, supply and demand
relationships, as well as a review of any recently released or pending economic data. Hyperion
Brookfield seeks 1o determine the relative merits of sectors by combining the analysis of historicat
relationships with the firm’s anticipated outlook for the markel. Portfolio managers evaluate
fundamental and technical developments in each sector, along with current offerings, recent
transactions and market clearing levels and yield spread levels to provide a relative value outlook. The
portfolio manager will closcly examine yicld spread histories across sectors and yield spread histories
within sectors, along with fundamental credit analyses and option-adjusted spread analyses to cxamine
call features and options. Hyperion Brookficld’s analytical platform is designed not only to identify
technical and fundamental changes across sectors, but also to quantify whether such changes in relative



value are temporary, and therefore represent an investment opportunity, or are more permanent. This
analysis is utilized to determinc optimal areas to allocate credit risk in the portfolio across sectors and
maturities and to maximize yield and total return expectations. The portfolio manager will analyze the
risks of the various sectors, specifically, the outlook for delinquencies, housing affordability, consumer
debt, collateral value appreciation, and loss severities for residential and commercial property.
Hyperion Brookfield’s investment philosophy has historically been successful at identifying and
exploiting relative value opportunities over a complete market cycle.

The most important component of Hyperion Brookfield’s relative value investment strategy is
security selection, a process that is the result of both quantitative and qualitative inputs, as well as the
experience of the portfolio managers. Members of the investment team, utilizing Hyperion Brookfield’s
proprietary analytics, determine the rclative strengths of various securities based on applicable criteria
such as issucr, issue, vintage, credit rating, structure, and geographic exposure. The security selection
process focuses on four primary areas: the analysis of credit strength, the analysis of security structure,
the determination of relative value, and a surveillance function. The analysis of credit strength entails
the assessment of loan level attributes such as a sccurity’s loan-to-value ratio, ratios like borrower’s
debt to income, or debt coverage, and loan features and location, as well as trend level attributes such
as vintage and issuer. Security structure involves the comprehensive examination of a security’s
structural attributes such as credit support, triggers, single asset, conduit, large loan, as well as its yield
maintenance provisions and prepayment lock-outs. After these first two analyses, the relative valuc of a
security versus other candidates is determined through the evaluation of such aspects as yield spread
and liquidity. Finally, after purchase, a surveillance function begins that uses such analytical tools as
Hyperion Brookfield’s proprietary credit filters and shortfall model to determine whether a security
continues to perform as expected.

Our objective is to provide attractive returns to our investors through a combination of dividends
and capital appreciation. To achicve this objective, we opportunistically invest in a diversified
investment portfolio of real estate securities and various other asset classes. We believe that this
strategy permits us 10 be opportunistic and invest in those assets that generate attractive risk-adjusted
returns, subject to maintaining our REIT status and exclusion from regulation under the Invesiment
Company Act. Accordingly, we have not adopted policies that require us (o establish or maintain any
specific asset allocations, and our targeted allocations will vary from time to time as determined by our
management team, subject to the oversight of our board of directors.

We benefit from the full range of experience and depth of resources developed by Hyperion
Brookfield and its affiliates in managing approximately $22.5 billion of assets as of December 31, 2007,
We believe this experience allows us to create a diversified portfolio that will provide attractive returns
to investors. We rely on Hyperion Brookfield’s expertise in identifying asscts within our larget asset
classes that will have limited price volatility risk, yet will provide consistent, stable margins. We expect
to make portfolio allocation decisions based on various factors, including cxpected cash yield, relative
value, risk-adjusted returns, current and projected credit fundamentals, current and projected
macroeconomic considerations, current and projected supply and demand, credit and market risk
concentration limits, liquidity, cost of financing and financing availability, as well as maintaining our
REIT qualification and exclusion from regulation under the Investment Company Act.




Our Target Asset Classes

Our targeted asset classes and the principal investments we expect to make in each are as follows:

Asset Class Principal Investments

Commercial Real Estate *  Direct Property Ownership
* REIT Common and Preferred Stock investment
*  Preferred Equity Investments
* Joint Ventures

Mortgages and Other Real Estate *  Mortgage Loans
Debt *  Bridge Loans
« B Notes

*  Mezzanine Loans

* Land Loans

*  Construction Loans

= Construction Mezzanine Loans

MBS
-—CMBS * Investment Grade CMBS (Senior and Subordinated)
*  Below-Investment Grade CMBS (Rated and Non-Rated)
—Agency MBS *  Agency Adjustable Rate Morigages ("ARMs”)
—RMBS * Non-Agency ARMs
* Investment Grade RMBS
*  Below-Investment Grade RMBS
*  Non-Conforming Loans
*  Other RMBS
Other asset-backed securities * CDOs
»  Consumer ABS
»  Aircraft ABS
Alternative Assets *  Hydroclectric, Gas- and Coal-Fired Power Generating
Facilities
¢« Timber

*  Other Equity Investments

Our net investment income is generated primarily from the net spread, or difference, between the
interest income we earn on our investment portfolio and the cost of our borrowings and hedging
activities. Our net investment income will vary based upon, among other things, the difference between
the interest rates earned on our various interest-earning assets and the borrowing costs of the liabilities
used to finance those investments.

Although we intend to focus on the investmenis described above, our investment decisions depend
on prevailing market conditions. We have not adopted any policy that establishes specific asset
allocations among our targeted assct classes. As a result, we cannot predict the percentage of our assets
that will be invesicd in each asset class or whether we will invest in other classes or investments. Our
board of directors does not and will not review all of cur proposed investments, but will review our




portfolio at least quarterly and will review our investment strategy and policies at least annually. We
may change our investment strategy and policies and the percentage of assets that may be invested in
each asset class, or in the case of securities, in a single issuer, without a vote of our stockholders.

The following discusses the principal investments we have made and that we expect o make.

Direct Real Property Ownership. We currently, and expect to continue to, make direct investments
in income-producing commercial real c¢state either within or outside the United States. Such
investments may include office, multi-family residential, retail and industrial properties. We may acquire
ownership of commercial property that we will own and operate or otherwise acquire controlling and
non-controlling interests in commercial property through joint ventures and similar arrangements. We
currently expect 1o leverage our direct real esiate investments in the range of three to cight times the
amount of our equity allocated 1o the asset class. As of December 31, 2007, we had $234.8 million of
direct investments in real property. In connection with our direct real property owncership, we havz
recorded rent eshancement receivables totaling $16.3 million as of December 31, 2007. Intangible
assets and liabilities recorded in connection with our direct real property ownership lotaled
$81.2 million and $77.7 million, respectively, as of December 31, 2007.

Whole Mongage Loans and Bridge Loans. We currently, and may continue (o, originate or
purchase whole loans secured by first mortgages which provide long-term mortgage financing to
commercial property developers and owners that generally have maturity dates ranging from three to
ten years. We also may originate or purchase first mortgage loans that provide interim or bridge
financing until permanent mortgage financing can be obtained. The maturity dates on bridge loans are
generally less than five years. In some cases, we may originate and fund a first mortgage loan with the
intention of selling the senior tranche and retaining the B Note or mezzanine loan tranche. As of
December 31, 2007, we had originated 2.9% of the aggregate principal amount of whole mortgage
loans and bridge loans that we held. We currently, and expect to continue (o, leverage our investments
in whole mortgage loans and bridge loans in the range of zero to eight times the amount of our equity
allocated to the asset class. As of December 31, 2007, we had approximately $118.0 million in whole
loans with a weighted average coupon rate of 5.73%.

Commercial Real Estate Subordinated Loans. We currently, and may continuc to, invest in
commercial real estate subordinated loans, which we refer 1o as B Notes, that may be rated by at least
one nationally rccognized rating agency. The subordination of a B Note typically is evidenced by an
inter-creditor agreement with the holder of the related A Note. B Notes share certain credit
characteristics with subordinated CMBS, in that both reflect an interest in a first mortgage and are
subject to more credit risk with respect to the underlying mortgage collateral that the corresponding
senior securities or the A Notes, as the case may be. As opposed Lo a typical CMBS secured by a large
pool of mortgage loans, B Notes typically are secured by a single property, and the associated credit
risk is concentrated in that single property. B Notes also share certain credit characteristics with szcond
mortgages, in that both are subject to more credit risk with respect to the onderlying mortgage
collateral than the corresponding first mortgage or the A Note, as the case may be. We intend to
continue to acquirc B Notes in negotiated transactions with the originators, as well as in the secondary
market. We currently expect to leverage our investments in B Notes in the range of zero 1o four times
the amount of our equity allocated to the asset class. As of December 31, 2007, we had $0 of
investments in B Notes.

Mezzanine Loans. We currently, and may continue to, originate or purchase mezzanine loans
which are subordinated to a first mortgage loan on a property and are senior 1o the borrower’s ecuity
in the property. These loans are made to the owner of the property and are secured by pledges of
ownership interests in the property and/or the property owner. The mezzanine lender can foreclose on




the pledge interests and thereby succeed to ownership of the property subjeet to the lien of the first
mortgage. As of December 31, 2007, we had purchased 100% of the aggregalte principal amount of
mezzanine loans that we held. We currently expect to continue 1o leverage our investments in
mezzanine loans in the range of zero to three times the amount of our equity allocated to the asset
class. As of December 31, 2007, we had $31.9 million in mezzanine loans with a weighted average
coupon rate of 9.78%.

Construction Loans and Construction Mezzanine Loans. 'We currently, and may continuc 1o,
originate, or acquire participations in, construction or rehabilitation loans on commercial properties
that generally provide 85% to 90% of total project costs and are secured by first lien mortgages.
Alternatively, we may make mezzanine loans to finance construction or rehabilitation where our
security is subordinate to the first lien mortgage. Construction loans gencrally would provide us with
fees and interest income at risk adjusted rates and potentially a percentage of net operating income or
gross revenues from the property, payable (o us on an ongoing basis, and a percentage of any increase
in value of the property, payable upon maturity or refinancing of the loan. As of December 31, 2007,
we had originated 100% of the aggregate principal amount of construction loans and construction
mezzanine loans that we held, which includes those loans in which we participated in the original
syndication. We currently expect to continue to leverage our investments in construction loans and
construction mezzanine loans in the range of zero to four times the amount of our equity allocated to
the asset class. As of December 31, 2007, we had approximately $20.9 million in construction loans with
a weighted average coupon rate of 12.49%.

Commercial Morigage Backed Securities.  We invest in CMBS that are secured by, or evidence
ownership interests in, a single commercial mortgage loan, or a partial or ¢ntire pool of mortgage loans
sccured by commercial properties. These securities may be senior, subordinated, investment grade or
non-investment grade. We expect the majority of our CMBS investments to be rated by at least one
nationally recognized rating agency, and 1o consist of securitics that are part of a capilal structure or
securitization where the rights of such class lo receive principal and interest are subordinated to senior
classes but scnior to the rights of lower rated classes of securities. We currently, and intend to continue
to, invest in CMBS that will yield high current interest income and where we consider the return of
principal to be likely. We currently, and intend to continue Lo, acquire CMBS from private originators
of, or investors in, mortgage loans, including savings and loan associations, mortgage banks, commercial
banks, finance companies, investment banks and other entities. We expect to enter into interest rate
swaps, fulures, options or other strategies to reduce the impact of changes in interest and financing
rates for these investments. We currently leverage our investments in CMBS in the range of zero to
five times the amount of our equity allocated 1o the asset class. As of December 31, 2007, we had
approximately $399.4 million in CMBS with a weighted average coupon rate of 5.29%.

Agency Morigage Backed Securities.  'We intend to continue Lo invest in Agency MBS, Agency MBS
are securities that represent participations in, are secured by or payable from, mortgage loans secured
by residential real property, which include agency mortgage pass-through certificates and agency
collateralized mortgage obligations, or CMOs. We have entered into, and expect to continue (o enter
into, interest rale swaps, futures, options or other strategics to reduce the impact of changes in interest
and financing rates for these invesiments. Adjustable rate mortgages, or ARMS, have interest rates that
reset periodically, typically every six or 12 months. Because the interest rates on ARMS adjust
periodically based on market conditions, ARMS tend to have interest rates that do not significantly
deviate from current market rates. This, in turn, can cause ARMS to have less price sensitivity o
interest rates. Hybrid ARMS have interest rates that have an initial fixed period (typically two, three,
five, seven or ten years} and thereafter reset at regular intervals in a manner similar to traditional
ARMS. The investment characteristics of pass-through MBS differ from those of traditional fixed-
income securitics. Mortgage prepayments are affected by factors including the level of interest rates,



general economic conditions, the location and age of the mortgage, and other social and demographic
conditions. Generally, prepayments on pass-through MBS increase during periods of falling mortgage
interest rates and decrease during periods of stable or rising mortgage interest rates. Reinvestment of
prepayments may occur at higher or lower interest rates than the original investment, thus affecting the
yield on our portfolio. We currently leverage our investments in Agency MBS in the range of up 1o 15
times the amount of our cquity allocated Lo this asset class. As of December 31, 2007, we had
approximatcly $1,246.7 million in Agency MBS with a weighted average coupon rate of 5.62%.

Residential Monigage Backed Securities. 'We currently own, and in the future may invest in,
Non-Agency RMBS. Non-Agency MBS are debt obligations issued by special purpose vehicles which
are backed by residential mortgage loans that generally are not eligible for agency purchase.
Non-Agency RMBS generally are issued as CMOs and are backed by pools of whole morigage loins.
Non-Agency RMBS gencrally are securitized in senior and subordinated structures, or structured with
one or more of the types of credit enhancement. We have entered into, and cxpect to continue to enter
into, interest rate swaps, futures, options or other strategics to reduce the impact of changes in interest
and financing rates for these investments. Adjustable rate morigages, or ARMS, have interest rates that
reset periodically, typically every six or 12 months. Because the interest rates on ARMS adjust
periodically based on market conditions, ARMS tend to have interest rates that do not significantly
deviate from current market rates. This, in turn, can causc ARMS to have less price sensitivity to
interest rates. Hybrid ARMS have interest rates that have an initial fixed period (typically two, three,
five, seven or len years) and thereafter reset at regular intervals in a manner similar to traditional
ARMS. The investment characteristics of pass-through RMBS differ from those of traditional fixed-
income securitics. Mortgage prepayments are affected by factors including the level of interest rates,
general economic conditions, the location and age of the mortgage, and other social and demographic
conditions. Generally, prepayments on pass-through RMBS increase during periods of falling mortgage
interest rates and decrease during periods of stable or rising mortgage intcrest rates. Reinvestment of
prepayments may occur at higher or lower interest rates than the original investment, thus affecting the
yield on our portfolio. We leverage our RMBS investments in the range of zero to five times the
amount of our equity allocated to the asset class. As of December 31, 2007, we had approximately
$168.4 million in RMBS with a weighted average coupon rate of 6.92%.

Preferred Equity Investments. We may make preferred cquity investments in entities that directly
or indirectly own income-producing commercial real estate. These preferred cquity investments are not
secured, but holders have priority relative to common equity holders on cash flow distributions and
proceeds of capital events. In addition, preferred holders can often enhance their position and protect
their equity position with lender-type covenants that limit the entity’s activities and grant us the right to
control the property after default subject to the lien of the first mortgage. We currently expect 1o
leverage our preferred equity investments in the range of zero to five times the amount of our equity
allocated to the asset class. As of December 31, 2007, we had $0 in preferred equity investments.

REIT Common and Preferred Stock Investments. 'We may invest in public and private issuances of
common and preferred stock issued by REITs. We currently expect to leverage our investments in
REIT preferred stock in the range of zero to three times the amount of our equity allocated to the
asset class, subject to applicable margin requirements. As of December 31, 2007, we had $0 of
investments in REIT common stock and REIT preferred stock.
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Other Equity Investments.  Subject to maintaining our qualification as a REIT, we also may invesl
from time to time in equity securities, which may or may not be related to real estate. These
investments may include direct purchases of private equity as well as purchases of interests in private
equity funds, which may be managed by affiliates of our Manager. We will follow a value-oriented
investment approach and focus on the anticipated future cash flows generated by the underlying
business, discounted by an appropriate rate to reflect both the risk of achieving those cash flows and
the alternative uses for the capital to be invested. We will also consider other factors such as the
strength of management, the liquidity of the investment, the underlying value of the assets owned by
the issuer, and prices of similar or comparable securitics. We currently expect that we may hold all, or
at least a significant portion, of our other equity investments through our taxable REIT subsidiary, or
TRS. To the extent that we do so, the income from such investments will be subject to corporate
income tax. We currently expect to leverage our other equily investments in the range of zero 1o three
times the amount of our equity allocated to the asset class. As of December 31, 2007, we had
$36.2 million of other equity investments.

Consumer Asset-Backed Securities.  'We have invested in, and may in the future continue Lo invest
in, investment grade and non-investment grade consumer ABS, Consumer ABS are generally securities
for which the underlying collateral consists of asscts such as home equity loans, credit card receivables
and auto loans. Aircraft ABS are generally collateralized by aircraft leases. 1ssuers of consumer and
aircraft ABS generally are special purpose entities owned or sponsored by banks and finance
companies, captive finance subsidiaries of non-financial corporations or specialized originators such as
credit card lenders. We expect that a significant amount of the consumer and aircraft ABS (hat we hold
at any time will be rated between Al/A and B1/B+ and will have an explicit rating from at least one
nationally-recognized statistical rating agency. We currently expect to leverage our investments in
consumer ABS in the range of zero to 15 times the amount of our equity allocated to the asset class.
As of December 31, 2007, we had $0 of investments in consumer ABS.

Collateralized Debt Obligations. We currently, and may continue 10, invest in the debt and equity
tranches of CDOs to gain exposure to corporate bonds, ABS and other instruments. Because of
Hyperion Brookfield’s experience in structuring and managing CDOs, we believe we have a compelitive
advantage in analyzing investment opportunities in CDOs. In general, CDOs are issued by special
purpose vehicles that hold a portfolio of debt obligation securities. The CDO vehicle issues tranches of
debt securities of different seniority, and equity to fund the purchase of the portfolio. The debt
tranches are typically rated based on collateral quality, diversification and structural subordination, The
equity securities issued by the CDO vehicle are the “first loss” piece of the CDO vehicle’s capital
structure, but they are also generally eatitled to all residual amounts available for payment after the
CDO vehicle’s obligations to the debt holders have been satisficd. Some CDO vehicles are “synthetic,”
in which the credit risk to the collateral pool is transferred to the CDO vehicle by means of a credit
derivative such as a credit default swap. We currently expect o leverage our investments in CDOs in
the range of one to three times the amount of our equity allocated to the asset class. As of
December 31, 2007, we had approximately $0.7 million in preferred cquity of CDOs.

Power and Timber. We may make investments in income-producing timber and power generation
assets. These investments may be in the form of either debt or equity interests. We may acquire thesc
investments directly or participate with others through the syndication of debt positions, or in
partnerships with other investors in equity ownership. These investments may be made in Brookficld’s
major geographic focus, namely, the United States and Canada, or elsewhere. Investments in power
generation may relale to electricity generating facilities, such as hydroelectric, gas- or coal-fired power
generating facilities. Investments in timber may be through freehold or leasehold interests, and will vary
with respect to timber type, including hardwood and softwood, and age distribution. We currently
expect Lo leverage our power and timber investments in the range of zero (o eight limes the amount of
our equity allocated to the asset class. As of December 31, 2007, we had $0 of investments in power or
timber.
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Other Investments.  As discussed above, we may invest opportunistically in other types of
investments within Hyperion Brookfield’s core competencies, including those discussed below.

High Yield Corporate Bonds, Investment Grade Corporate Bonds and Related Derivatives. High yield
corporale bonds are debt obligations of corporations and other non-governmental entities rated below
Baa or BBB. Investment grade corporate bonds are debt obligations of corporations and other
non-governmental entities rated Baa/BBB or higher. To the extent we invest in these bonds, we expect
that a material amount of the holdings will not be secured by mortgages or licns on assets. A
substantial portion of the investment grade corporate bonds we hold may have an interest-only payment
schedule, with the principal amount staying outstanding and at risk until the bond’s maturity.

Government Bonds and Related Derivatives. We may invest in bonds issued or guaranteed by the
U.S. government or any instrumentality thereof, as well as bonds of major non-U.S. governments and
their instrumentalities. We may invest in these bonds both for cash management purposes and as part
of hedging and arbitrage strategies that involve the use of interest ratc derivatives, such as swaps,
options, caps, floors and futures.

Other Fixed Income-Related Instruments. 'We may engage in the purchase and sale of derivative
instruments, such as exchange-listed and over-the-counter put and call options on securities, finarcial
futures, equity indices, and other financial instruments, either as outright investments, for hedging
purposes or in connection with other strategies.

We likely will hold at least some of the corporate bonds, government bonds and derivative
instruments in which we invest for strategic purposes through our TRS. To the extent that we do so,
the income from such bonds and instruments will be subject to corporate income tax. As of
December 31, 2007, we had approximately $1.6 million in other investments.

Investment Sourcing

We recognize that investing in our targeted asset classes is highly competitive, and that Hyperion
Brookficld Crystal River will compete with many other investment managers for profitable investment
opportunities in these areas. Accordingly, we believe the ability to identify and source such
opportunities is very important to our success, and distinguishes us from many REITs with a similar
focus to ours. We think that the combined and complementary strengths of Hyperion Brookfield and
Brookficld Sub-Advisor in this regard give us a competitive advantage over such REITs.

Hyperion Brookfield currently sources many of its clicnts’ investments, and Hyperion Brookfield
Crystal River sources many of our investments, through Hyperion Brookfield’s close relationships with
a large and diverse group of financial intermediaries, ranging from major investment banks and
brokerage firms to specialty dealers and financial sponsors. On a combined basis, these firms
extensively cover our targeted asset classes. Hyperion Brookfield also sources many investments from
traditional sources, using proprietary deal screening procedures and credit analytics.

Brookfield has over 25 years of experience operating and investing in real estate, hydroelectric,
gas- and coal-fired power generating facilities and timber assets. Based on its long history of ownership
within these asset classes and its high transaction volume, we believe that Brookfield, as an owner/
operator, has developed the specialized internal resources and expertise to properly evaluate
opportunities in these asset classes and to manage them. We expect that Brookfield will, from time to
time, through Brookfield Sub-Advisor, provide us with the opportunity to acquire assets from its
extensive portfolio, to finance Brookfield’s and its affiliates” portfolio assets and to co-invest with
Brookfield and its affiliates in assets that meet our investment objective.
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Investment Process

To evaluate, invest and manage our invesiments in commercial real estate, CMBS, RMBS and
other ABS, Hyperion Brookfield Crystal River utilizes Hyperion Brookfield's proprietary analytical
methods in performing scenario analysis to forecast cash flows and expected total returns under
different interest rate and credit assumptions. Simulation analysis is also performed to provide a
broader array of potential patterns of return over different interest rate and credit scenarios. Such
analysis may be applied Lo individual securities or to an entire portfolio. Hyperion Brookfield Crystal
River also performs relative value analyses of individual securities based on yicld, credit rating, average
life, expected duration and option-adjusted spreads. Other considerations in Hyperion Brookfield
Crystal River’s investment process include analysis of fundamental economic trends, suitability for
investment by a REIT, consumer borrowing trends, home price appreciation and relevant regulatory
developments.

QOur investments in real estate assets and other alternative asset classes will be recommended and,
if approved by our board of directors, closed and managed by Brookfield Sub-Advisor.

To evaluate, invest and manage investments in real estate, Brookficld Sub-Advisor, through its
affiliates, will utilize its experience and strong track record as an operator of commercial properties.
Relying on Brookfield’s local presence in offices in the United States, Canada, Brazil and the United
Kingdom, we expect that Brookfield Sub-Advisor is well positioned to underwrite and analyze real
cstate investments throughout North America, including the analysis of market conditions and building
specific issues (including lcase and structural analysis). Other considerations in the investment process
will include valuation and analyses of economic conditions and demographic trends as well as supply
and demand considerations,

To evaluate, invest and manage investments in hydroelectric, gas- and coal-fired power generating
facilities, Brookfield Sub-Advisar, through its affiliates, will utilize its experience as an owner and
operator of hydroelectric, gas- and coal-fired power generating facilities. With Brookfield’s operations
in Canada, the United States and Brazil, we expect that Brookfield Sub-Advisor is well-positioned to
underwrite and analyze investment opportunities in these regions including an analysis of current
market conditions and property specific issues, such as in the case of hydro-electric generating facilities,
structura) assessments of dams and generating facilities, water flows and water storage capability, water
use agreements, and turbines. Other considerations in the investment process include, but are not
limited to, an analysis of market supply and demand, and an evaluation of the relative competitiveness
of the sources of supply in the market, including but not limited to, as applicable, nuclear, coal-fired,
gas-fired, hydroelectric, wind and emerging alternative forms of electricily gencration.

Brookfield, through its affiliates, owns and manages timber operations in Canada, the United
States and Brazil. Relying on Brookfield’s presence in these markets, we believe that Brookfield
Sub-Advisor has the capability to underwrite and analyze investment opportunities for us.
Considerations in the investment process include but are not limited to, the forest density, age and
anticipated harvesting and silviculture cosis.
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Our Portfolio

As of December 31, 2007, we had a portfolio of approximately $2.3 billion consisting primarily of
Agency MBS, CMBS, commercial real estate and RMBS, as shown in the following chart:

Weighted Average

Percent of Months Coastant
Carrying Total to Yield to  Prepayment
Value [nvestments Coupon  Reset(l) Maturity Rite(2)

(In thousands}

Commercial MBS:

Investment grade CMBS. ... .. ... ... $ 182227 81% 5.84% 11.57%
Below investment grade CMBS . . ... .. 217,183 9.6 503 18.95
Total Commercial MBS . .. .. ... ... 399,410 17.7 5.29 15.58
Agency MBS:
31 hybrid adjustable rate . ... ... .. .. 252,874 11.2 5.39 17.21 5.14 36.87%
5/1 hybrid adjustable rate . .. .. ... ... 993,808 44.0 5.68 41.18 493 37.34
Total Agency MBS .. ............ 1,246,682 55.2 5.62 36.30 498 37.24

Non-Agency Residential MBS:
Non-Agency Prime MBS:

Investment grade . .. ............ 13,657 0.6 553 45.17 10.99 27.03
Below investment grade .. ... ... .. 102,064 4.5 6.88 12.60 45.60 26.40
Total Non-Agency Prime MBS .. .. 115,721 5.1 6.79 14.88 41.51 26.44
Non-Agency Sub-prime MBS:
Investment grade . .. ............ 18,983 0.8 6.79 417 125.15 32.01
Below investment grade .. ........ 33,718 1.5 7.63 0.45 157.48 31.75
Total Non-Agency Sub-prime MBS . 52,701 23 7.13 2.65 145.84 31.91
Total RMBS . .............. 168,422 74 6.92 10.17 74.16 28.55
CDO Preferred Stock ... ... ... .. ..., 732 0.0 - —_
Total Securities . .. ......... 1,815,246 80.3 5.69 13.73
Real estate loans, net . . ............. 170,780 7.6 7.46 6.31
Commercial real estate, net ., . ........ 234,763 10.4
Other investments . . ... .. ... 37,701 1.7 0.12 12,22
Total investments .. ................ $2,258,550 100.0%

(1) Represents number of months before conversion to floating rate.

(2) Represents the estimated percentage of principal that will be prepaid over the next 12 months based on
historical principal paydowns,

We have invested a substantial portion of our capital in Agency MBS pending the full
implementation of our diversified investment strategy. The portion of our portfolio invested in Agency
MBS is currently, and we expect it to continue to be, in the range of up to 75% of our assets,
depending on factors such as relative value and our views on the credit fundamentals of commercial
versus residential real estate, in an effort 10 create a more diversified, less correlated portfolio of
investments, which may include investments in non-U.S. dollar denominated securities, subject to the
availability of appropriate investment opportunities. However, our portfolio in its current form doss not
fully balance the interest rate or mark-to-market risks inherent in our MBS investments, and we will
not be able to eliminate all of our portfolio risk through asset allocation. Future dividends and capital
appreciation ar¢ not guaranteed. Our investments will depend on prevailing market conditions and
trends. We have not adopted any policy that establishes specific asset allocations among our largeted
asset classes, and our targeted allocations will vary from time to time. As a result, we cannot predict
the percentage of our assets that will be invested in each asset class or whether we will invest in other
classes or investments. We currently, and generally expect to continue to, incur total leverage of up to
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five times the amount of our equity for most investments other than Agency MBS, which we anticipate
we generally may lever up 1o 15 times the amount of our equity allocated to this asset class. Qur
overall long-lerm average portfolio leverage is four to six times the amount of our equity. We may
change our investment strategy and policics and the percentage of assets that may be invested in each
asset class, or in the case of sccurities, in a single issuer, without a vote of our stockholders.

As of December 31, 2007, we had entered into master repurchase agreements with various
counterparties and as of such date, we had outstanding obligations under repurchase agreements with
ten counterparties totaling approximately $1,276.1 million with a weighted average borrowing rate of
5.03%. In addition 1o repurchase agreements, we rely on credit facilities with multiple counterparties
for capital needed to fund our other investments, including a $100 million secured revolving credit
facility with an affiliate of our Manager that expires in May 2009. In November 2005, we closed our
first CDO financing transaction, which we refer to as our CDO 2005-1 transaction and in January 2007,
we closed our second CDO financing transaction, which we refer 10 as CDO 2006-1. We have no
restriction on the amount of leverage that we may use.

As of December 31, 2007, we had hedged a portion of the liabilities financing our investment
portfolio by entering into a combination of one-, two-, three-, five- and ten-year interest rate swaps and
caps. The total notional par value of such swaps and caps was approximatety $1,079.3 million.

Risk Management

Risk management is a cornerstone of Hyperion Brookfield’s portfolio management system and we
believe these risk management capabilitics distinguish us from many of our competitors. Through our
management agreement with Hyperion Brookfield Crystal River, we benefit from Hyperion Brookfield's
comprehensive risk management program, which addresses not only the risks of portfolio loss, such as
risks relating to price volatility, position sizing and leverage, but also the operational risks that can have
major adverse impacts on investment programs. Operational risks include execution of transactions,
clearing of transactions, recording of transactions, position moniloring, supervision of traders, portfolio
valuation, counterparty credit and approval, custodian relationships, trader authorization, accounting
and regulatory.

Our Financing Strategy

Leverage Strategy. Wt use leverage to increase potential returns 1o our stockholders. We use
leverage for the purpose of financing our portfolio and do not expect to speculate on changes in
interest rales. However, our use of leverage may also have the effect of increasing losses when
economic conditions are unfavorable. While we have identified our leverage targets for each principal
investment detailed above, our investment policies require no minimum or maximum leverage and we
may increase the amount of leverage we incur above our targeted range for individual assct classes.
Our investment guidelines and our portfolio and leverage are periodically reviewed by our board of
directors as part of their ongoing oversight of our Manager’s activities and performance.

Hyperion Brookfield has broad expericnee in using leverage to enhance portfolio returns, and we
believe this experience will help us enhance our returns. Hyperion Brookfield’s leverage experience
tncludes the following;

* The CDOs that Hyperion Brookfield co-structures and manages are significantly leveraged
vehicles. The principal amount of the debt sccurities issued by the CDOs is much greater than
ihe equity tranches, which function as a “first loss” picee.

* Hyperion Brookfield uscs total return swaps, which are leveraged instruments, to enhance
invesiment returns.

* For its closed-end bond fund, Hyperion Brookficld trades various derivative instruments that are
inherently leveraged, such as interest rate futures, options and swaps.
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Repurchase Agreements. We finance certain of our MBS through the use of repurchase
agreements. These agreements allow us to borrow against MBS we own. We sell our MBS to a
counterparty and agree to repurchase the same MBS from the counterparty at a price equal to the
original sales price plus an interest factor. These agreements are accounted for as debt, secured by the
underlying assets. During the term of a repurchase agreement, we earn the principal and interest on
the related MBS and pay tnterest to the counterparty.

Repurchase agreements are one of the primary vehicles we use to achieve our desired amount of
leverage for our MBS. We intend to continue to maintain formal relationships with multiple
counterparties for the purpose of obtaining financing on favorable terms. Our repurchase agreement
counterparties are commercial and investment banks with whom we have agreements in place that
cover the terms of our transactions.

As of December 31, 2007, we had entered into master repurchase agreements with various
counterparties and as of such date, we had outstanding obligations under repurchase agreements with
ten counlerparties totaling approximately $1,276.1 miilion with a weighted average borrowing rate of
5.03%.

Warehouse Facilities. In addition to repurchase agreements, we rely on credit facilities for capital
needed to fund our other investments. These facilities, referred to as warehouse lines or warchouse
facilities, are typically lines of credit from other financial institutions that we can draw from to fund our
investments. Warehouse lines are typically collateralized loans made 1o investors who invest in securities
and loans that in turn pledge the resulting securities and loans to the warehouse lender. Third party
custodians, usually large banks, typically hold the securities and loans funded with the warehouse
facility borrowings, including the securities, loans, notes, mortgages and other important loan
documentation, for the benefit of the lender who is deemed to own the securitics and loans and, if
there is a default under the warehouse line, for the benefit of the warehouse lender.

The pool of assets in a warehouse facility typically must meet cerlain requirements, including term,
average life, investment rating, agency rating and sector diversity requirements. There are also certain
requirements relating to portfolio performance, including required minimum portfolio yield and
limitations on delinquencies and charge-offs. Failure to comply with these requirements could result in
either the need to post additional collateral or cancellation of the financing facility.

We intend to continue to maintain formal relationships with multiple counterparties for the
purpose of maintaining warchouse lines on favorable terms to the extent such financing is available in
the market.

As of December 31, 2007, we had no outstanding borrowings under warehouse lines. In August
2007, we entered into a $100.0 million secured revolving credit facility with an affiliatc of our Manager,
in order to provide us with additional liquidity.

Term Financing—CDOs.  We intend to continue to finance certain of our assets using term
financing strategies, including CDOs and other match-funded financing structures. CDOs are multiple
class debt securities, or bonds, secured by pools of assets, such as mortgage-backed securities and
corporate debt. Unlike typical securitization structures, the underlying assets may be sold, subject to
certain limitations, without a corresponding pay-down of the CDO provided the proceeds are
reinvested in qualifying assets. As a result, CDOs enable the sponsor to actively manage, subject 10
certain limitations, the pool of assets. We believe CDO financing structures, when available, may be an
appropriate financing vehicle for our targeted non-residential real estate assel classes, because they will
enable us to obtain long-term cost of funds and minimize the risk that we have o refinance our
liabilities prior to the maturities of our investments while giving us the flexibility to manage credit risk
and, subject to certain limitations, to take advantage of profit opportunities.

As of December 31, 2007, other than as discussed below with respect 1o our CDO 2005-1 and cur
CDO 2006-1 transactions, we had no outstanding borrowings under term financing structures.
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On November 30, 2005, we closed a $295.3 million private placement of CDOs, our first sponsored
CDO financing. We invested the net proceeds from the financing in accordance with our investment
objectives and strategies described in this report. In 2006 and 2007, we prepaid an aggregate of
§48.9 miilion of floating rate CDOs issued in the CDO 2005-1 transaction from the proceeds of real
estate loans owned by CDO 2005-1 that were prepaid by the borrower, and from our available cash.

On January 17, 2007, we closed a $339.6 million private placement of CDOs, our second sponsored
CDO financing. We invested the net procceds from the financing in accordance with our investment
objectives and strategies described in this report.

Total Return Swaps.  Subject to maintaining our REIT qualification, we may finance certain of our
investments using total return swaps, which are swaps in which the non-floating rate side is based on
the total return of an equity or fixed income instrument with a life longer than the swap. Total return
swaps allow an investor to gain exposure to an underlying loan without actually owning the loan. In
these swaps, the total return (interest, fees and capital gains/losses on an underlying loan) is paid to an
investor in exchange for a floating rate payment. The investor pays a fraction of the value of the total
amount of the loan that is referenced in the swap as collateral posted with the swap counterparty. The
total return swap, therefore, is a leveraged investment in the underiying loan.

We generally enter into total return swaps with one-, two- or three-year maturities. Because swap
maturities may not correspond with the maturitics of the assets underlying the swap, we may wish to
renew many of the swaps as they mature. However, there is a limited number of providers of such
swaps, and there is no assurance the initial swap providers will choose to renew the swaps, and, if they
do not renew, that we would be able to obtain suitable replacement providers.

Total return swaps will not be qualifying assets or produce qualifying income for purposes of the
REIT asset and income tests. We may enter into total return swaps through a TRS, which may cause
the income from such swaps to be subject to corporate income tax. As of December 31, 2007, we had
not engaged in any total return swaps.

Our Hedging and Interest Rate Risk Management Strategy ‘

Repurchase agreements generally have maturities of 30 to 90 days and the weighted average life of ‘
the RMBS we own is generally longer. The difference in maturities, in addition to reset dates and
reference indices, creates potential interest rate risk.

We expect to utilize derivative financial instruments to hedge all or a portion of the interest rate
risk associated with certain types of our borrowings. Under the federal income tax laws applicable to
REITs, we gencrally will be able to enter into certain transactions to hedge indebtedness that we may
incur, or plan to incur, to acquirc or carry real estate assets, provided that our total gross income from
such hedges and other non-qualifying sources must not cxceed 25% of our total gross income.

We engage in a varicly of intcrest ralc management techniques that seek to mitigate changes in
interest rates or potentially other influences on the values of our assets. Because of the tax rules
applicable to REITs, we may be required Lo implement certain of these techniques through a TRS that
is fully subject to corporate income taxation. However, no assurances can be given that these
investment and leverage strategics can successfully be implemented. Our interest rale management
techniques may include:

* puts and calls on securities or indices of securities;
* Eurodoliar futures contracts and options on such contracts;
* interest rate swaps and/or swaptions; and

* ather similar transactions.
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These techniques may also be used in an attempt to protect us against declines in the market value
of our assets that result from general trends in debt markets.

We may, from time (o time, enter into interest rate swap agreements to offset the potential
adverse cffects of rising interest rates under certain short-term repurchase agreements. The interest
rate swap agreements have historically been structured such that we receive payments based on a
variable interest rate and make payments based on a fixed interest rate. The cost of such swap
agreements is de minimis as these swaps often trade in a very liquid market and are based on the yield
curve, and as the yield curve flattens, the swap agreements become accretive to our results from
operations. The variable interest raic on which payments are received is calculated based on various
reset mechanisms for LIBOR. The repurchase agreements generally have maturities of 30 to 90 days
and carry interest rates that correspond to LIBOR rates for those same periods. The swap agreements
effectively fix our borrowing cost and are not held for speculative or trading purposes. Interest rale
management techniques do not eliminate risk but seek to mitigate interest rate risk.

As of December 31, 2007, we had hedged a portion of the liabilities related to our investment
portfolio by entering into a combination of one-, two-, three-, five- and ten-year interest rate swaps and
caps. The total notional par value of such swaps and caps was approximately $1,079.3 million.

Resolution of Potential Conflicts of Interest in Allocation of Investment Opportunities

Hyperion Brookfield will abide by its conflicts of intercst policy and thus will offer us the right to
participate in all investment opportunities that it determines are appropriate for us in view of our
investment objectives, policics and strategies and other relevant factars, subject 1o the exception that, in
accordance with Hyperion Brookficld’s conflict of interest policy described below, we might not
parlicipate in cach such opportunity but will on an overall basis equitably participate with Hyperion
Brookficld’s other clients in all such opportunitics. Hyperion Brookfield allocates investments o
eligible accounts, including Crystal River, based on current demand according to the market value of
the account (which is the amount of available capital that, consistent with such account’s investment
paramelers, may be invested in a proposed investment). An account has current demand if it has
positive market value. If the investment cannot fulfilt the pro rata allocation or be allocated in
markelable portions, the investment is allocated on a rotational basis 16 accounts with current demand,
with an emphasis placed on those accounts that were excluded in prior allocations, but without ary
preference given to accounts based on their market value, The rotational system is determined by
Hyperion Brookfield’s investment committee and is overseen by its chief compliance officer to ensure
fair and equitable investment allocation to all accounts in accordance with the Investment Advisers Act.
As of December 31, 2007, Hyperion Brookfield managed 26 client accounts that had investment
strategies that overlapped our investment strategy.

Unlike Hyperion Brookfield, Brookficld Sub-Advisor is not bound by Hyperion Brookfield’s
conflict of interest policy and thus is not obligated to offer us any specific investment opportunitics.
Any decision to do so will be entirely within Brookfield Sub-Advisor’s discretion and it can be expected
that some investments that are appropriate for us in view of our investment criteria will not be offered
to us and will be made by affiliates of Brookfield without our participation.

Hyperion Brookfield historically has managed accounts with similar or overlapping investment
strategies and has a conflict-resolution system in place so that we may share equitably with other
Hyperion Brookfield client accounts in all investment opportunities, particularly those involving a
security with limited supply, that may be suitable for our company and such other client accounts.

The chairman of Hyperion Brookfield's investment committee oversees its conflict-resolution
system, and Hyperion Brookficld’s chief compliance officer regularly monitors the procedural aspects of
the program. The program places particular emphasis on the equitable allocation of scarce investment
opportunities, which are situations where Hyperion Brookfield is unable to obtain the full amount of
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the securities that it wishes to purchase for the relevant client accounts, such as newly-issued debt
instruments.

In these situations, Hyperion Brookfield’s policy is to first determine and document the amount of
the security it wishes to purchase for each of the participating accounts, based on the size, objectives of
the accounts, current client demand and other relevant factors. Hyperion Brookfield then places an
order for the total of these amounts. If Hyperion Brookfield is able 10 obtain cnly partial execution of
the order, its policy calls for the allocation of the purchased securities in the same proportion that it
would have allocated a full execution of the order. The policy permits departure from such
proportional allocation only if the allocation would result in an inefficiently small amount of the
sceurity being purchased for an account. In that case, the policy provides for a “rotational” protocol of
allocating subsequent partial executions so that, on an overall basis, cach account is treated cquitably.

Other conflict-resolution policies of Hyperion Brookfield and the terms of our management
agreemeni with Hyperion Brookfield Crystal River that will apply to the management of our company
include controls for:

» Split price executions—These are situations where Hyperion Brookfield places an order for
multiple clients and the order is executed at different prices. Hyperion Brookficld’s policy is that
the executions are to be allocated to the participating accounts so that each account receives the
same average price.

* Cross trades—These are trades where Hyperion Brookfield places an order for a client account
to buy (or sell) a particular security and places a simultaneous or virtually simultaneous order
for another client account to sell (or buy) the same security. In such case, under Hyperion
Brookfield's policies, the pair of transactions must be approved by the chairman of the
investment commitlee and exccuted at the prevailing market price as determined by an
independent broker-dealer.

* Principal transactions—Under the lerms of our management agreement with Hyperion
Brookfield Crystal River, we have agreed not to acquire an investment from, sell an investment
1o or make any co-investment with any proprietary account of Hyperion Brookfield, Brookfield
or any of their respective affiliates, which we refer 10 as related persons, or any account advised
by any related person, or borrow funds from or lend funds to any related person or invest in any
investment vehicle advised by any related person unless the transaction is on terms no less
favorable than can be obtained on an arm’s length basis from unrelated third parties based on
prevailing market prices, other reliable indicators of fair market value or an independent
valuation or appraisal and has been approved in advance by a majority of our independent
directors. If we invest in an investment vehicle advised by a related person, including, for
example, a private investment fund managed by an affiliate of Brookfield, and the asset class of
such investment is one that we are professionally staffed to underwrite, we expect, although no
assurance can be given, that our Manager and/or such affiliate would waive any base and
incentive management fees relating to such investment in excess of the base and incentive
management fees that we would owe our Manager in respect of such investment had we made
the investment directly and not through such affiliate.

Our Manager may engage other partics, including its affiliales or any of our sub-advisors and/or
any of their respective affiliates, to provide services to us or our subsidiaries, including assct
management, property management, leasing, financing and disposition and/or similar services
customarily provided to a business similar to ours, provided that, such services are provided at market
rates with standard market terms and, in the case of a sub-advisor or an affiliate of either our Manager
or a sub-advisor, the party providing the services has sufficient qualifications and experience o perform
the services at a level of quality comparable 10 non-affiliated service providers in the area, the cost to
our Manager is no less favorable than can be obtained from an unrelated third party on an arm’s
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length basis and any such arrangements are approved in advance by a majority of our independent
directors.

Policies with Respect to Certain Other Activities

If our board of directors determines that additional funding is required, we may raise such funds
through additional offerings of equity or debt securities or the retention of cash flow (subject to
provisions in the Internal Revenue Code concerning distribution requirements and the taxability cf
undistributed REIT 1axable income) or a combination of these methods. In the event that our board of
directors determines to raise additional equity capital, it has the authority, without stockholder
approval, to issue additional common stock or preferred stock in any manner and on such terms and
for such consideration as it deems appropriate, at any time.

We have not in the past but may in the future offer equity or debt securities in exchange for
property and to repurchase or otherwise reacquire our shares and may engage in such activities ir. the
future.

In addition, we have in the past and may in the future borrow money to finance the acquisition of
investments. We intend to use traditional forms of financing, such as repurchase agreements and
warchouse facilities. We also intend to utilize structured financing techniques, such as CDOs, to creale
attractively priced non-recourse financing at an all-in borrowing cost that is lower than that provided by
traditional sources of financing and that provide long-term, floating rate financing. Our investment
guidelines and our portfolio and leverage are periodically reviewed by our board of directors as part of
their oversight of our Manager.

We have in the past and may in the future, subject to gross income and asset tests necessary for
REIT qualification, invest in securities of other REITS, other entities engaged in real estate activitics or
sccuritics of other issuers, we have not made in the past but may in the future make such investments
for the purpose of excrcising control over such entities.

We engage in the purchase and sale of investments. We have in the past and may in the future
make loans to third partics in the ordinary course of business for investment purposcs. We witl not
underwrite the securities of other issuers.

We intend to furnish our stockholders with annual reports containing consolidated financial
statements audited by our independent registered public accounting firm, and we expect to file
quarterly reports containing unaudited consolidated financial statements for each of the first three
quarters of each fiscal year with the Commission.

Our board of directors may change any of these policies without prior notice to you or a vote of
our stockholders.

Operating and Regulatory Structure

We have elected and qualified to be taxed as a REIT for federal income tax purposes commencing
with our taxable year ended December 31, 2005 and cxpect to qualify as a REIT in subsequent tax
years. Our qualification as a REIT will depend upon our ability to meet, on a conlinuing basis, various
complex requirements under the Internal Revenue Code relating to, among other things, the sources of
our gross income, the composition and values of our assets, our distribution levels and the
concentration of ownership of our capital stock. We believe that we were organized and have operated
in conformity with the requirements for qualification and taxation as a REIT under the Internal
Revenue Code, and that our intended manner of operation will enable us to continue to meet the
requirements for qualification and taxation as a REIT.
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As a REIT, we generally will not be subject to federal income tax on the REIT taxable income
that we distribute currently to our stockholders. If we fail to qualify as a REIT in any taxable year, we
will be subject to federal income tax at regular corporate rates for that year and for the next four tax
years (unless we satisfy the IRS that certain limited cure provisions apply). Even if we qualify for
federal taxation as a REIT, we may be subject to some federal, state and local taxes on our income or
property. Crystal River Capital TRS Holdings, Inc., our TRS, is a regular taxable corporation that is
subject to federal, state and local income tax on its income.

Our investment activities are managed by Hyperion Brookfield Crystal River and supervised by our
board of directors. [n exchange for its services, we pay Hyperion Brookfield Crystal River an annual
base management fee determined by our stockholders’ equity but not by our performance, as well as an
incentive management fee based on our performance,

We and Hyperion Brookficld Crystal River have retained Brookfield Sub-Advisor as a sub-advisor
with respect to investments in mortgages and other real estate debt, real estate and other real estate-
related, yield-oriented assets and Ranieri & Co. as a sub-advisor with respect to senior level guidance
and relationships. Each sub-advisor evaluates potential investments, recommends suitable investments
and, on our behalf, closes each investment approved by us and, in the case of certain transactions, the
independent members of our board of directors.

Exclusion from Regulation Under the Investment Company Act

We intend 1o continue to operate our business so as to be excluded from regulation under the
Investment Company Act. Because we conduct our business directly and through wholly-owned
subsidiaries, we must ensure not only that we, but also each of our subsidiaries, qualify for an exclusion
from regulation under the Investment Company Act.

For purposes of the ensuing discussion “we” and “our” refer to Crystal River Capital, Inc. alone
and not its subsidiaries.

We are excluded from reguiation under Section 3(c){(5)(C) of the Investment Company Act, a
provision designed for companies that do not issue redeemable securities and are primarily engaged in
the business of purchasing or otherwise acquiring mortgages and other liens on and interests in real
estate, To qualify for this exemption, we will need to ensure that at least 55% of our assets consist of
mortgage loans and other assets that are considered the functional equivalent of mortgage loans for
purposes of the Investment Company Act, which we refer to as qualifying real estate assets, and that at
least 80% of our assels consist of qualifying real estate assets and real estate-related assets. We do not
intend to issue redeemable securities. We also may rely on an exclusion under Section 3(c)(6) of the
Investment Company Act if, from time to time, we engage in our business through one or more
majority-owned subsidiaries.

Based on no-action letters issued by the Division of Investment Management of the Commission,
which we refer to as the Division, we classify our investment in residential mortgage loans as qualifying
real estate assets, as long as the loans are “fully secured” by an interest in real estate. That is, if the
loan-to-value ratio of the loan is equal to or less than 100%, then we consider the mortgage loan a
qualifying real estate asset. We do not consider loans with loan-to-value ratios in excess of 100% (o be
qualifying real estate assets for the 55% test, but only real estate-related assets for the 80% test.

We also consider Agency MBS such as agency whole pool cerlificates 1o be qualifying real estate
assets. An agency whole pool certificate is a certificate issued or guaranteed by Fannie Mae, Freddie
Mac or Ginnie Mae that represents the entire beneficial interest in the underlying pool of mortgage
loans. By contrast, an agency certificate that represents less than the entire beneficial interest in the
underlying mortgage loans is not considered to be a qualifying real estate assct for purposes of the
55% test, but constitutes a real estate-related asset for purposes of the 80% test.
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We will treat our ownership interest in pools of whole loan MBS, in cases in which we acquire the
entire beneficial interest in a particular pool, as qualifying real estate assets based on no-action
positions of the Division. As of December 31, 2007 such assets comprise in excess of 50.0% of our total
assets. We generally do not expect our investments in CMBS and other RMBS investments to
constitute qualifying real estate assets for the 55% test, unless such treatment is consistent with
guidance of the Division or the Commission. Instead, these investments generally will be classified as
real estate-related assets for purposes of the 80% test. We do not expect that our investments in CDOs,
ABS, credit default swaps and total return swaps will constitute qualifying real estate assets, although
we may (real our equity interests in a CDO issuer that we determine is a “majority owned subsidiary”
and that is excluded from Investment Company Act regulation under Section 3(c)}(5)(C} of the
Investment Company Act as qualifying real estate assets, consistent with guidance of the Division and
the Commission. Moreover, to the extent that these investments are not backed by mortgage loans or
other interesls in real cstate, they will constitute miscellaneous assets, which can constitute no more
than 20% of our assets.

We also invest in other types of RMBS, CMBS, B Notes and mezzanine loans, which we will not
treat as qualifying real estate assets for purposes of determining our eligibility for the exclusion
provided by Section 3(c)(5)(C) unless such treatment is consistent with guidance of the Commission or
the Division. We have not requested no-action or other interpretative guidance or applied for an
exemptive order with respect to the treatment of such assets. In the absence of guidance of the
Commission or the Division that otherwise supports the treatment of such investments as qualifying
real estate assets, we will treat them, for purposes of determining our eligibility for the exclusion
provided by Section 3(c)(5)(C), as real estate-related assets or miscellaneous assets as appropriate. Any
additional guidance from the Division could provide additional flexibility to us, or it could further
inhibit our ability to pursue the investment strategy we have choscn.

As of December 31, 2007, our invesiments in Agency MBS whole pool certificates comprise in
excess of 50.0% of our assets, and coupled with our whole mortgage loan investments and real property
investments, comprise in excess of 60.0% of our assets. Such qualifying real estate assets, coupled with
our real estate-related assets, comprise in excess of 85.0% of our assets as of December 31, 2007. We
monitor our assels to ensure that at least 55% of our assets consist of qualifying real estate assets, and
that at least 80% of our assets consist of qualifying real cstate assets and real estate-related assets. We
expect, when required due to the mix of our investments, to acquire pools of whole loan RMBS for
compliance purposes. Investments in such pools may not represent an optimum use of our investable
capital when compared to the available investmenis we target pursuant to our investment strategy.

Competition

Our results from operations depends, in large part, on our ability to acquire assets at favorable
spreads or with favorable returns over our borrowing costs. In acquiring real estate-related assets, we
compete with other specialty finance companies, REITS, savings and loan associations, banks, mortgage
bankers, insurance companies, mutual funds, institutional investors, investment banking firms, other
lenders, governmental bodies and other entities. In addition, there are numerous specialty finance:
companies with similar asset acquisition objectives, and others may be organized in the future. The
effect of the existence of additional REITs may be to increase competition for the available supply of
mortgage assets suitable for purchase. Many of our competitors are significantly larger than us, have
access to greater capital and other resources and may have other advantages over us. In addition to
existing companies, other companies may be organized for similar purposes, including companies
organized as REITs focused on purchasing real estate equity or debt investments. A proliferation of
such companies may increase the competition for equity capital and thereby adversely affect the market
price of our common stock. In addition, some of our competitors may have higher risk tolerances or
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different risk assessments, which could allow them to consider a wider variety of investments and
establish more relationships than us.

We have had and expect to continue to have access to Brookfield’s and Hyperion Brookfield
Crystal River’s and our sub-advisors’ professionals and their industry expertise, which we believe
provides us with a competitive advantage and help us assess investment risks and determine
appropriate pricing for certain polential investments. In addition, we expect that these relationships will
enable us to learn about, and compete more effectively for, financing opportunities with attractive
companies in the industries in which we seck to invest. For additional information concerning the
competitive risks we face, sec “liem 1A, Risk Factors—Risks Related To Our Business and Investment
Strategy—We operate in a highly competitive market for invesiment opportunities.”

Government Regulation

Our activities, including the financing of our operations, are subject to a variety of federal and
state regulations. In addition, a majority of states have ceilings on interest rates chargeable 1o certain
customers in financing transactions.

Employees

As of December 31, 2007, we had no full-time employees.

Code of Business Conduct and Ethics and Corporate Governance Documents

We have adopted a code of business conduct and cthics that applies to all of our officers, including
our principal executive officer and principal financial and accounting officer, and all of the employees
of our Manager. This code of business conduct and ethics is designed to comply with SEC regulations
and New York Stock Exchange corporate governance rules related to codes of conduct and ethics and
is posted on our corporate website at Attp:/iwww.crystalriverreit.com. In addition, our corporate
governance guidelines and charters for our audit, compensation and corporate governance committees
of the board of directors arc posted on our corporate website. Copies of our code of business conduct
and ethics, our corporale governance guidelines and our committee charters are also available free of
charge, upon request directed to Investor Relations, Crystal River Capital, Inc., Three World Financial
Center, 200 Vesey Street, 10th Flooer, New York, NY 10281-1010.

Website Access to Reports

We maintain a website at Attp://www.crystalriverreit.com. Through our website, we make available,
free of charge, our annual proxy statement, annual reports on Form 10-K, quarterly reports on
Form 10-Q, current reports on Form 8-K, and amendments to those reports filed or furnished pursuant
to Section 13(a) or 15(d} of the Securitics Exchange Act of 1934, as amended, as soon as reasonably
practicable after we electronically file such material with, or furnish it to, the SEC. The SEC maintains
a website that conlains these reports at Attp:/iwww.sec.gov.

Item 1A. Risk Factors.
Risks Related to Our Business and Investment Strategy

Periods of adverse market volatility could adversely affect our liquidity.

During periods of increased adverse market volatility, such as the recent disruption in the global
liquidity markets, we are exposed to the risk that the availability under our funding sources may decline
and/or we may have Lo post additional margin collateral, which may have a material adverse impact on
our available liquidity. As a result, cur contingent liquidity reserves may not be sufficient in the event
of a material adverse change in the credit markets and related market price market volatility. For
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example, at December 31, 2007, we were required to post additional margin collateral of $15.7 million
relating to our repurchase financing, $18.3 million relating to our use of interest rate swaps and caps
and $32.9 million relating to our use of CDS. Additionally, demands on liquidity may result in
deleveraging of the portfolio, which could adversely impact our earnings.

The weakness in the mortgage market has caused us to expect increased losses related to our holdings.

The sub-prime markel has been severely affected by changes in the lending landscape. Access o
mortgages for sub-prime borrowers has been and is expected to remain substantially limited for the
foreseeable future. This limitation on financing is expected to have an impact on all sub-prime
borrowers, especially those whose interest rates on loans are resetting and is expected o result in
increased default rates. The severity of the liquidity limitation was largely unanticipated by the markets.
As well, the liquidity issues also affect prime and alt-a Non-Agency lending, with mortgage rates
remaining much higher and many product types being severely curtailed. At the margin, this has an
impact on new demand for homes, which will compress the home ownership rates and weigh heavily on
future home price performance. There is a strong correlation between home price growth rates and
mortgage loan delinquencies. This comes in addition to the delinquency pressures in the sub-prime
market resulting from weaker underwriting, which put many sub-prime lenders out of business in 2006
and 2007. The market deterioration has caused us to expect increased losses related to our holdirgs
and has resulted in a lower market value for our holdings. We believe that, at this time, the undcrlying
losses in the sub-prime market have not fully manifested themselves in the securitizations. For the year
ended December 31, 2007, we had impairments on RMBS totaling $128.7 million, which included
impairments on sub-prime RMBS totaling $81.1 million.

While fundamentals on commercial real estate have remained positive, prices on CMBS have
declined and yield spreads on CMBS have widened. This widening has forced interest rates on
commercial real estate mortgages wider and the higher mortgage rate environment could depress prices
on commercial real estate properties that require financing over the near term. Prices also are suifering
from poor technicals as balance sheet deleveraging caused by the credit crisis are causing forced selling
into the market. Prices on new issue BBBs CMBS are down in excess of 20% during the first two
months of 2008. For the year ended December 31, 2007, we had impairments on CMBS totaling
$174.9 million, of which $154.6 million is related generally to wider yield spreads affecting market
values of the CMBS.

Our investment portfolio is heavily concentrated in agency adjustable-rate MBS and we cannot assure you that
we will be successful in achieving a more diversified portfolio.

As of December 31, 2007, approximately 55.0% of our investment portfolio consisted of Agency
Adjustable Rate MBS. One of our key strategic objectives is to achieve a more diversified portfolio of
investments that delivers attractive risk-adjusted returns. We cannot assure you that we will be
successful in diversifying our investment portfolio, and even if we are successful in diversifying our
investment portfolio it is likely that approximately 50.0-60.0% of our fully leveraged assets will be
Agency MBS. If we are unable to achieve a more diversified portfolio, we will be particularly exposed
to the investment risks that relate to investments in Agency adjustable-rate MBS, and we may suffer
losses if investments in adjustable-rate MBS decline in value.

We leverage our investments, which may negatively affect our return on our investments and may reduce cash
available for distribution.

We intend to continue to leverage our investments through borrowings, generally through the use
of warchouse fucilities, bank credit facilities, repurchase agreements, secured loans, sccuritizations,
including the issuance of CDOs (when possible), loans to entities in which we hold, directly or
indirectly, interests in pools of assets, and other borrowings. We are not limited in the amount of
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leverage we may use. The percentage of leverage varies depending on our ability to obtain credit
facilities and the lenders’ and rating agencies’ estimate of the stability of the investments’ cash flow.
Our return on our investments and cash available for distribution to our stockholders may be reduced
to the extent that changes in market conditions increase the cost of our financing relative to the income
that can be derived from the assets acquired. Our deblt service payments will reduce cash flow available
for distributions to stockhoiders. We may not be able to meet our debt service obligations and, to the
extent that we cannot, we risk the loss of some or all of our asscts to foreclosure or sale to satisfy the
obligations. We leverage certain of our assets through repurchase agreements. A decrease in the value
of these assets may lead to margin calls which we will have to satisfy. We may not have the funds
available to satisfy any such margin calls and may have to scll assets at a time when we might not
otherwise choose to do so.

Further, credit facility providers and warehouse facility providers may require us to maintain a
certain amount of uninvested cash or to set aside unlevered assets sufficient 1o maintain a specified
liquidity position, which would allow us 10 satisfy our collateral obligations. As a result, we may not be
able to leverage our assets as fully as we would choose, which could reduce our return on assets. in the
event that we are unable to meet these coliateral obligations, our financial condition could deteriorate
rapidly and we could be forced to sell investments at a loss.

We may be required to post significant amounts of cash collateral at any time to satisfy our margin
requirements under many of our financing arrangements, which could adversely affect our liquidity, results of
operations and financial condition.

We finance certain of our investments with debt, such as repurchase agreements, and derivatives,
that are subject 1o margin calls. Under the terms of these agreements, the value of assets underlying
the debt is marked-to-market by the lender at the lender’s discretion, including on a daily basis. If the
value of the underlying asset declines, the lender has the ability to require us to post additional
margin—cash or other liquid collateral—tlo compensate for the decline in value of the asset.
(Conversely, if the value of the underlying asset increases, a portion of the margin we previously posted
may be returned to us.) We typically are required to post additional margin in response to any margin
call within 24 hours in order to avoid defaulting under the terms of the financing arrangement.

We are subject to margin calls al any time, and being forced o post additional margin could
adversely affect our business in a number of ways. Posting additional margin would decrease our cash
available to make other, higher yielding investments (thereby decreasing our return on equity) or to
satisfy other obligations, including future margin calls. If we do not have the funds available, or
otherwise elect not, to satisfy any future margin calls, we could be forced to sell one or more
investments at a loss. Moreover, we may be unable, in light of market conditions or other factors, to
sell sufficient asscts 1o satisfy the margin requircments within the timeframe required by lenders, which
would entitle them to scize the underlying asset and seek payment from us for any shortfall between
the value of our obligation to the lender and the value of the asset surrendered. Such a situation would
likely result in a rapid deterioration of our financial condition and possibly necessitate a filing for
protection under the United States Bankruptey Code.

The occurrence of recent adverse developments in the mortgage finance and credit markets may adversely
affect our business, our liguidity and our stock price.

In recent months, the mortgage industry has come under enormous pressure due (o numerous
economic and industry-related factors. Many companies operating or investing in the morigage sector
have failed and others are facing serious operating and financial challenges. At the same time, many
MBS have been downgraded and delinquencics and credit performance of mortgage loans in the
industry have deteriorated. We faced significant challenges during the second half of 2007 due to these
adverse conditions in the mortgage industry and the difficulties we experienced in pricing and financing
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some of our MBS, and are continuing to face these challenges in 2008. There is no assurance that
these conditions have stabilized or that they will not worsen. Recent adverse changes in the mortgage
finance and credit markets have eliminated or reduced the availability, or increased the cost, of
significant sources of funding for us. Beginning in August 2007 and continuing through the current
date, the fair value of our RMBS and CMBS assets as well as our derivative instruments have
decreased, while our margin requirements on our financing have increased. The price of our common
stock declined significantly as a result of these events and the impact on our results of our operations.
There is no assurance that our stock price will not decline further if, among other things, MBS prices
continue to decline. In addition, significant decreases in the prices of our MBS may decrease the
carrying value of those investments, which if significant, could reduce our stockholders’ equity below
the levels required to be maintained pursuant to some of the instruments governing our borrowing
arrangements with third parties. f this occurred, and we were not successful in obtaining amendments
to or waivers of those covenants, we could default under those agreements. An event of defauit or
termination event under these agreements would give the lender/counterparty the option to accelerate
our indebtedness to them. If we are required to repay outstanding borrowings and were unable to
negotiate favorable terms of replacement financing, cash will be negatively affected. This may reduce
the amount of capital available for investing and/or may negatively affect our ability to distribute
dividends. In addition, we may have to sell assets at a time when we might not otherwise choose 10 do
S0,

We have a limited operating history and limited experience as a REIT, and we may not be able to succegsfully
operate our business or generate sufficient revenue to make or sustain dividends to stockholders.

We were recently organized and have a limited operating history and limited experience operating
as a REIT. We are subject to all of the business risks and uncertainties associated with any new
business, including the risk that we will not achieve our investment objectives and that the value of
your investment could decline substantially. Our ability to achieve attractive risk-adjusted returns is
dependent on our ability both to generate sufficient cash flow to pay an attractive dividend and to
achieve capital appreciation, and we cannot assure you we will do either. There can be no assurance
that we will be able to generate sufficient revenue from operations to pay our operating expenses and
make or sustain dividends to stockholders.

We are dependent on Hyperion Brookfield Crystal River and our sub-advisors and may not find suitable
replacements if Hyperion Brookfield Crystal River terminates the management agreement.

We are externally managed by Hyperion Brookfield Crystal River. Most of our officers are
employees of Hyperion Brookfield or certain of its affiliates. We have no separate facilities and are
completely reliant on Hyperion Brookfield Crystal River, which has significant discretion as to the
implementation of our operating policies and strategies. We are subject to the risk that Hyperion
Brookfield Crystal River will terminate the management agreement, thereby triggering a termination of
our sub-advisors, and that no suitable replacements will be found to manage us. We believe that our
success depends to a significant extent upon the experience of Hyperion Brookfield Crystal River's
executive officers, whose continued service is not guaranteed. If Hyperion Brookfield Crystal River
terminates the management agreement, we may not be able to execute our business plan and may
suffer losses, which could materially decrease cash available for distribution to our stockholders.
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Hyperion Brookfield Crystal River has limited prior experience managing a REIT and we cannot assure you
that Hyperion Brookfield Crystal River’s past experience will be sufficient to successfully manage our business
as a REIT.

The federal income tax laws impose numerous constraints on the operations of REITs. Our
Manager’s and its employees’ limiled experience in managing a portfolio of assets under REIT and
[nvestment Company Act of 1940, or the Investment Company Act, constraints may hinder their ability
to achieve our investment objective. In addition, maintaining our REIT qualification limits the types of
investments we are able 1o make. Our investors are not acquiring an interest in any of Hyperion
Brookfield’s other managed entitics or Hyperion Brookfield Crystal River or their respective
subsidiaries through this offering. We can offer no assurance that Hyperion Brookfield through
Hyperion Brookfield Crystal River will replicate its historical success or its management team’s success
in its previous endeavors, and wc caution you that our investment returns could be substantially lower
than the returns achieved by funds managed by Hyperion Brookfield or Hyperion Brookfield’s other
endeavors.

We are dependent upon Hyperion Brookfield’s key personnel and the resources of our sub-advisors for our
success and the departure of any of these key personnel or the elimination of resources of our sub-advisors
could negatively affect our performance.

We depend on the diligence, skill and network of business contacts of the senior management of
Hyperion Brookfield, who direct the management activities of Hyperion Brookfield Crystal River. The
senior management of Hyperion Brookficld evaluates, negotiates, structures, closes and monitors our
investments. Our continued success will depend on the continued service of the senior management
team of Hyperion Brookficld. The departure of any of the senior managers of Hyperion Brookfield, or
of a significant number of the investment professionals or principals of Hyperion Brookfield or
Hyperion Brookfield Crystal River, could have a material adverse effect on our performance. In
addition, we can offer no assurance that Hyperion Brookfield Crystal River will remain as our manager
or that we will continuc to have access to Hyperion Brookfield’s principals and professionals or their
information and deal flow, We also depend on the resources of our sub-advisors in connection with
sourcing and managing our investments and executing our investment strategy.

Our base management fee is payable regardless of our performance, which could lead to conflicts of interest
with our Manager.

Hyperion Brookfield Crystal River is entitled to receive a base management fee that is based on
the amount of our equity (as defined in the management agreement), regardless of the performance of
our portfolio. Hyperion Brookficld Crystal River’s entitlement to substantial non-performance based
compensation might reduce its incentive to devole its time and effort to seeking investments that
provide attractive risk-adjusted returns for our portfolio. This in turn could hurt our ability to make
distributions to our stockholders.

Hyperion Brookfield Crystal River’s incentive fee may induce it to make certain investments, including
speculative investments, that increase the risk of our investment portfolio.

Hyperion Brookfield Crystal River’s entitlement 10 an incentive fee may cause it to invest in
high-risk investments. In addition to its base management fee, Hyperion Brookfield Crystal River is
entitled to receive incentive compensation based entirely upon our achievement of targeted levels of
net income. In evaluating investments and other management strategies, the opportunity to earn
incentive compensation based on net income may lead Hyperion Brookfield Crystal River to place
undue emphasis on the maximization of net income al the expense of other criteria, such as
preservation of capital, in order to achicve higher incentive compensation. Investments with higher
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yield potential generally are riskier or more speculative. This could result in increased risk 1o the value
of our investment portfolio.

Hyperion Brookfield Crystal River manages our portfolio pursuant to very broad investment guidelines and
our board of directors does not approve each investment decision made by Hyperion Brookfield Crystal River,
which may result in our making riskier investments with which you do not agree and which could cause our
operating results and the value of our common stock to decline.

Hyperion Brookfield Crystal River is authorized to follow very broad investment guidelines.
Although our directors periodically review our investment guidelines and our investment porifolio.
other than any investments involving our affiliates or our sub-advisors’ affiliates or investments
proposed by Brookfield Sub-Advisor, which they are required to review and approve prior to such
investment being made, they do not review all of our proposed investments. In addition, in conducting
periodic reviews, our directors may rely primarily on information provided to them by Hyperion
Brookficld Crystal River or Brookfield Sub-Advisor. Furthermore, Hyperion Brookfield Crystal River
and Brookfield Sub-Advisor may use complex strategies in structuring transactions for us and those
transactions may be difficult or impossible to unwind. Subject to maintaining our REIT qualification
and our exemption from regulation under the Investment Company Act, Hyperion Brookfield Crystal
River has great latitude within the broad investment guidelines in determining the types of investients
it makes for us.

The failure of our management 10 deploy our capital effectively could resuit in unfavorable
returns, could have a material negative impact on our business, financial condition, liquidity and results
of operations, could materially decrease cash available for distribution to our stockholders and could
cause the value of our common stock to decline.

We may change our investment strategy and asset allocation without stockholder consent, which may reselt in
riskier investments or in lower distributions to you.

We have not adopted a policy as to the amounts to be invested in each of our intended
investments, including securities rated below investment grade. Subject to our intention to invest in a
portfolio that allows us to qualify as a REIT and remain eligible for an exclusion from regulation as an
investment company under the Investment Company Act, we may change our investment strategy or
assel allocation, including the percentage of assets that may be invested in each class, or in the case of
securities, in a single issuer, at any time without the consent of our stockholders, which could result in
our making investments that are different from, and possibly riskier than, the investments described in
this report. A change in our investment strategy may increase our exposure to interest rate risk, default
risk, real estate market fluctuations and liquidity risk, all of which could negatively affect the marset
price of our common stock and our ability to make distributions to you.

There are conflicts of interest in our relationship with Hyperion Brookfield Crystal River, which could result
in decisions that are not in the best interests of our stockholders.

We are entirely dependent on Hyperion Brookfield Crystal River for our day-to-day managernent
and have no independent officers. Our chairman of the board, chief executive officer and president,
chief financial officer and vice president and general counsel aiso serve as officers and/or directors of
Hyperion Brookfield or certain of its affiliates. As a result, our management agreement with Hypzrion
Brookfield Crystal River was negotiated between related parties, and its terms, including fees payable,
may not be as favorable 1o us as if it had been negotiated with an unaffiliated third party.

Termination of the management agreement with Hyperion Brooktield Crystal River without cause
is difficult and costly. The management agreement provides that it may only be terminated without
cause following the initial term expiring on December 31, 2008, annually upon the affirmative vote of
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at least two-thirds of our independent directors, or by a vote of the holders of at least a majority of the
outstanding shares of cur common stock, based upon:

* unsatisfactory performance by Hyperion Brookfield Crystal River that is materially detrimental
to us or

* a determination that the management fee payable to Hyperion Brookfield Crystal River is not
fair, subject to Hyperion Brookfield Crystal River's right to prevent such a termination by
accepting a mutually acceptable reduction of management fees.

Hyperion Brookfield Crystal River will be provided 180 days’ prior notice of any such termination
and will be paid a termination fee equal to the amount of two times the sum of the average annual
base management fee and the average annual incentive compensation earned by Hyperion Brookfield
Crystal River during the two 12-month periods immediately preceding the date of termination,
calculated as of the end of the most recently completed fiscal quarter prior to the date of termination.
These provisions may increase the effective cost to us of terminating the management agreement,
thereby restricting our ability to terminate Hyperion Brookficld Crystal River without cause.

The ability of Hyperion Brookfield and its officers and employees to engage in other business activities may
reduce the time Hyperion Brookfield Crystal River spends managing us.

The management compensation structure that we have agreed to with Hyperion Brookfield Crystal
River may cause Hyperion Brookfield Crystal River to invest in potentially higher vielding investments.
Investments with higher yield potential generally are riskicr or more speculative. The compensation we
pay Hyperion Brookfield Crystal River consists of both a base management fec that is not tied to our
performance and an incentive management fee that is based entirely on our performance. The risk of
the base management fce component is that it may not sufficiently incentivize Hyperion Brookfield
Crystal River to gencrate attractive risk-adjusted returns for us. The risk of the incentive fee
component is that it may cause Hyperion Brookfield Crystal River to place undue ecmphasis on the
maximization of GAAP net income at the expense of other criteria, such as preservation of capital, in
order to achieve a higher incentive fee. This could resull in increased risk to the value of our
investment portfolio. Subject to certain limitations, Hyperion Brookfield Crystal River will receive at
least 10% of its incentive fee in the form of shares of our common stock, and, at Hyperion Brookfield
Crystal River’s option, may receive up to 100% of its incentive fee in the form of shares of our
common stock. Hyperion Brookfield Crystal River has agreed not to sell such shares prior to one year
after the date such shares are issued. Hyperion Brookficld Crystal River has the right in its discretion
to allocate these shares to its officers, employees and other individuals who provide services (o us.
However, any of these shares that Hyperion Brookficld Crystal River allocates will be subject to the
same one-year restriction on sale. Any such shares received would have the benefit of registration
rights.

Hyperion Brookfield and our sub-advisors are not contractually obligated to dedicate their time to us and may
engage in other activities that compete with us, which may result in conflicts of interest that could cause our
results of operations to be lower or result in increased risk to the value of our investment portfolio.

The ability of Hyperion Brookfield, Brookfield Sub-Advisor and Ranieri & Co. and their respective
officers and employees to engage in other business activities may result in conflicts of interest and, with
respect to Brookfield Sub-Advisor and Ranieri & Co., may reduce the time they spend acting as a
sub-advisor to us. In addition, the management compensation structure that we and our Manager have
agreed to with Brookfield Sub-Advisor may cause Brookfield Sub-Advisor to source potentially higher
yielding investments. Investments with higher yield potential generally are riskier or more speculative.
The compensation our Manager pays Brookfield Sub-Advisor is equal to 20% of the basc management
fee and incentive management fces we pay to our Manager. In addition, for a 15-year period ending in
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April 2020, an affiliate of Ranieri & Co. will receive 20% of the base and incentive management fees
and termination fees we pay to our Manager, net of sub-advisor fees. The base management fee is not
tied to our performance and the incentive management fee is based entirely on our performance. The
risk of the base management fee component is that it may not sufficienily incentivize Brookfield
Sub-Advisor or Ranieri & Co. to generale attractive risk-adjusted returns for us in the investments that
they source for us. The risk of the incentive fee component is that it may cause Brookfield Sub-Advisor
or Ranieri & Co. to place undue emphasis on the maximization of GAAP nct income at the expense of
other criteria, such as preservation of capital, in order 10 achieve a higher incentive fee. This could
result in increased risk to the value of our investment portfolio.

We may compete with existing and future investment vehicles for access to Hyperion Brookfield and our
sub-advisors and their offiliates, which may reduce investment opportunities available to us.

Brookficld currently sponsors several investment vehicles, including one in which we have invested,
and Hyperion Brookfield manages one investment vehicle, Brascan Adjustable Rate Trust, with
investment focuses that overlap our investment focus. In addition, at December 31, 2007, Hyperion
Brookfield managed 26 client accounts and mutual funds with investment focuses that overlap our
investment focus, and each of Brookfield and Hyperion Brookfield may in the future sponsor or
manage other investment vehicles that have overlapping focuses with our investment focus. Accordingly,
we compete for access to the benefits that we expect our relationship with Hyperion Brookfield Crystal
River and our sub-advisors and their affiliates to provide and to the time of their investment
professionals to carry out and facilitate our investment activities. Our rights to participate in investment
opportunitics are subject 1o Hyperion Brookfield’s conflict of interest policy. Brookfield is not subject
to Hyperion Brookfield’s conflict of interest policy and is not obligated to offer us any investment
opportunities and any decision to do so will be entirely within its discretion. In addition, we may make
investments that are senior or junior to parlicipations in, or have rights and interests different from or
adverse to, the investments made by other vehicles or accounts managed by Hyperion Brookfield or
Brookfield. Our interests in such investments may conflict with the intcrests of such other vehicles or
accounts in related investments at the time of origination or in the event of a default or restructuring
of the investment. If a default occurs with respect to such an investment, Hyperion Brookfield Crystal
River will advise our independent directors, who will direct Hyperion Brookfield Crystal River with
respect o the resolution or disposition of the investment.

Our failure to manage future growth effectively may have a material negative impact on our business,
financial condition and results of operations.

Our ability to achieve our investment objective depends on our ability to grow, which depends, in
turn, on the senior management team of Hyperion Brookfield and its ability to identify and invest in
securities that meet our investment criteria. Accomplishing this result on a cost-effective basis is largely
a function of Hyperion Brookfield’s structuring of our investment process; its ability to provide
competent, attentive and efficient services to us; and our access to financing on acceptable terms. Our
ability to grow is also dependent upon Hyperion Brookfietd’s ability to successfully hire, train, supervise
and manage new employees. We may not be able to manage growth effectively or to achieve growth at
all. Any failure to manage our future growth cffectively could have a matcrial negative impact on our
business, financial condition and results of operations.

When we obtain financing, lenders can impose restrictions on us that affect our ability to incur
additional debt, our capability to make distributions to stockholders and our flexibility to determine our
operating policies. Loan documents we have executed contain, and loan documents we may execute in
the futurc may contain, negative covenants that limit, among other things, our ability to repurchase
stock, distribute more than a certain amount of our funds from operations, and employ leverage
beyond certain amounts. Some of our master repurchase agreements in effect as of the date of this
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report contain negative covenants requiring us to maintain certain levels of net asset value, tangible net
worth and available funds and comply with interest coverage ratios, leverage ratios and distribution
limitations.

We may acquire investments from Hyperion Brookfield and Brookfield or their affiliates or otherwise
participate in investments in which they have an interest or for which they have a related investment, which
could result in conflicts of interest.

We expect that we will continue to acquire investments from Hyperion Brookfield and Brookfield
or their affiliates, make investments that finance their investments or make co-investments with them.
These transactions are not and will not be the result of arm’s length negotiations and involve conflicts
between our interests and the interest of Hyperion Brookfield, Brookfield and their respective affiliates
in obtaining favorable terms and conditions. There can be no assurance that any procedural
protections, such as obtaining market prices, other reliable indicators of fair market value, independent
valuations or appraisals and the prior approval of our independent directors, will be sufficient to ensure
that the consideration we pay for these investments will not exceed their fair market value.

We operate in a highly competitive market for investment opportunities and we may not be able to identify and
make investments that are consistent with our investment objectives.

A number of entities compete with us to make the types of investments that we plan to make. We
compete with other REFTSs, public and private funds, commercial and investment banks and commercial
finance companies. Many of our competitors are substantially larger and have considerably greater
financial, technical and marketing resources than we do. Several other REI'Ts have recently raised, or
are expecled to raise, significant amounts of capital, and may have investment objectives that overlap
with ours, which may create competition for investment opportunitics. Some competitors may have a
lower cost of funds and access to funding sources that are not available to us. In addition, some of our
compelitors may have higher risk tolerances or different risk assessments, which could allow them to
consider a wider variety of investments and establish more relationships than us. We cannot assure you
that the competitive pressures we face will not have a material negative impact on our business,
financial condition and resulls of operations. Also, as a result of this competition, we may not be able
to take advantage of attractive investment opportunities from time to time, and we can offer no
assurance that we will be able to identify and make investments that are consistent with our investment
objective.

Failure to procure adequate capital and funding would negatively affect our results and may, in turn,
negatively affect the market price of shares of our common stock and our ability to distribute dividends.

We depend upon the availability of adequate funding and capital for our operations. As a REIT,
we are required to distribute annually at least 90% of our REIT taxable income, determined without
regard to the deduction for dividends paid and excluding net capital gain, 1o our stockholders and are
therefore not able to retain significant amounts of our earnings for new investments. However, Crystal
River Capital TRS Holdings, Inc., our TRS, is able to retain earnings for investment in new capital,
subject to the REIT requirements that place a limitation on the refative value of TRS stock and
sccurities owned by a REIT. The failure to secure acceptable financing could reduce our taxable
income, as our investments would no longer generate the same level of net interest income due to the
lack of funding or increase in funding costs. A reduction in our taxable income would reduce our
liquidity and our ability to make distributions to our stockholders. We cannot assure you that any, or
sufficient, funding or capital will be available to us in the future on terms that are acceptable to us.
Therefore, in the event that we cannot obtain sufficient funding on acceptable terms, there may be a
negative impact on the market price of our common stock and our ability to make distributions.
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If we issue senior securities, we will be subject to additional restrictive covenants and limitations on our
operating flexibility, which could materially decrease cash available for distribution to our stockholders.

If we decide to issue senior securities in the future, it is likely that they will be governed by an
indenture or other instrument containing covenants that will restrict our operating flexibility. Holders of
senior securities may be granted specific rights, including but not limited to the right to hold a
perfected security interest in certain of our assets, the right to accelerate payments due under the
indenture, rights to restrict dividend payments, and rights 1o require approval to sell assets.
Additionally, any convertible or exchangeable securities that we issue in the future may have rights,
preferences and privileges more favorable than those of our common stock. We, and indirectly our
stockholders, will bear the cost of issuing and servicing such securities.

We may not be able to successfully complete securitization transactions, which could inhibit our ability to grow
our business and could negatively affect our results of operations.

In addition to issuing senior securities to raise capital as described above, we may, to the extent
consistent with the REIT requirements, seek to securitize certain of our portfolio investments to
generate cash for funding new investments. This would involve creating a special-purpose vehicle,
contributing a pool of our assets to the entity, and selling interests in the entity on a non-recourse: basis
to purchasers (whom we would expect to be willing to accept a lower interest rate to invest in
investment grade loan pools). We would retain all or a portion of the equity in the securitized pool of
portfolio investments. We have initially financed our investments with relatively short-term credit
facilities and reverse repurchase arrangements. We use these short-term facilities to finance the
acquisition of sccurities until a sufficient quantity of securities is accumulated, at which time we intend
to refinance these facilities through a securitization, such as a CDO issuance, or other long-term
financing. As a result, we are subject to the risk that we may not be able to acquire, during the period
that our short-term facilities are available, a sufficient amount of eligible securities to maximize the
efficiency of a CDO issuance. We also bear the risk that we may not be able (o obtain short-term credit
facilities or may not be able to renew any short-term credit facilities after they expire should we find it
necessary to extend our short-term credit facilities to allow more time to seek and acquire the
necessary eligible securities for a long-term financing. The inability to renew our short-term credit
facilities may require us to seck more costly financing for our investments or to liquidate assets.

In addition, conditions in the capital markets may make the issuance of a CDO impractical when
we do have a sufficient pool of collateral. In this regard, as discussed in the “Trends” section of Fart 11,
Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations of
this Form 10-K (our “MD&A”), the dislocations in the sub-prime market have rippled throughoui the
structured finance markets. Yield spreads on CMBS and prime Non-Agency RMBS widened
dramatically during the third and fourth quarters of 2007, resulting in significant negative market value
adjustments and impairments to our assets. The issuance of CDOs, which has been a key financing tool
for us and our peers, has come to a halt, cutting off an attractive financing alternative for the time
being. Downgrades of structured securities by the rating agencies are likely to continue through 2008.
Large-scale downgrades have the potential to causc another liquidity crisis similar to that of July and
August 2007, as the downgrades could trigger forced sales of MBS by structured investment vehicles, or
SIVs, and asset-backed commercial paper issuers, or ABCPs. The inability to securitize our portfolio
could hurt our performance and ability to grow our business. At the same time, the securitization of
our portfolio investments might expose us to losses, as the residual portfolio investments in which. we
do not sell interests will tend to be riskier and more likely to generate losses.
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We expect that the use of CDO financings with over-collateralization requirements may have a negative impact
on our cash flow.

The terms of cur initial CDO financing, CDO 2005-1, required that the principal amount of assels
must exceed the principal balance of the related bonds by a certain amount, which is commonly
referred to as “over-collateralization.” We expect that the terms of CDOs that we may issue in the
future generally will provide for over-collateralization and that, if certain delinquencies andfor losses
exceed specified tevels, which we will establish based on the analysis by the rating agencies (or any
financial guaranty insurer) of the characteristics of the assets collateralizing the bonds, the required
level of over-collateralization may be increased or may be prevented from decreasing as would
otherwise be permitted if losses or delinquencies did not exceed those levels. Other tests (based on
delinquency levels or other criteria) may restrict our ability to receive net cash proceeds from assets
collateralizing the obligations. We cannot assure you that the performance tests will be satisfied. In
advance of completing negotiations with the rating agencies or other key transaction partics on our
future CDO financings, we cannot assure you of the actual terms of the CDO delinquency tests,
over-collateralization terms, cash flow release mechanisms or other significant factors regarding the
calculation of net income to uvs. Failure to obtain favorable terms with regard to these matiers may
materially and adversely affect the availability of net cash proceeds to us. If our assets fail 1o perform
as anticipated, our over-coliateralization or other credit enhancement expense assoctated with our CDO
financings will increase.

An increase in our borrowing costs relative to the interest we receive on our assets may negatively affect our
profitability and thus our cash available for distribution to our stockholders.

As our repurchase agreements and other short-term borrowings mature, we will be required either
to enter into new borrowings or 1o sell certain of our investments at times when we might not
otherwise choose to do so. An increase in shori-lerm interest rates at the time that we seck to enter
into new borrowings would reduce the spread between our returns on our assets and the cost of our
borrowings. This would negatively affect our returns on our assets that arc subject to prepayment risk,
including our MBS, which might reduce earnings and, in turn, cash available for distribution to our
stockholders.

We may not be able to renew the total return swaps that we enter into, which could adversely affect our
leveraging strategy.

In the future, we may leverage certain of our investments through the use of total return swaps,
which are swaps in which the non-floating rate side is based on the total return of an equity or fixed
income instrument with a life longer than the swap. We may wish to renew many of the swaps, which
are for specified terms, as they mature. However, there is a limited number of providers of such swaps,
and there is no assurance the initial swap providers will choose to renew the swaps, and, if they do not
renew, that we would be able to obtain suitable replacement providers. Providers may choose not to
renew our total return swaps for a number of reasons, including:

* increases in the provider’s cost of funding;
* insufficient volume of business with a particular provider;

* our desire to invest in a type of swap that the provider does not view as economically attractive
due to changes in interest rates or other market factors; or

* our inability to agree with a provider on terms.
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Furthermore, our ability to invest in total return swaps, other than through a TRS, may be severely
limited by the REIT qualification requirements because total return swaps are not qualifying assets and
do not produce qualifying income for purposes of the REIT assel and income tests.

Hedging against interest rate exposure may adversely affect our earnings, which could reduce our cash
available for distribution to our stockholders.

Subject to maintaining our qualification as a REIT and our exemption from regulation under the
Investment Company Act, we often pursue various hedging strategies to seek (o reduce our exposure to
losses from adverse changes in interest rates. Our hedging activity varies in scope based on the level
and volatility of interest rates, the type of assets held, and other changing market conditions. Interest
rate hedging may fail to protect or could adverscly affect us because, among other things:

* interest rate hedging can be expensive, particularly during periods of rising and volatile interest
rates;

* available interest rate hedges may not correspond directly with the interest rate risk for which
protection is sought;

» the duration of the hedge may not match the duration of the related lLiability;

» the amount of income that a REIT may earn from hedging transactions (other than through
TRSs) to offset interest rate losses is limited by federal tax provisions governing REITS;

« the credit quality of the party owing money on the hedge may be downgraded to such an extent
that it impairs our ability to scll or assign our side of the hedging transaction; and

* the party owing money in the hedging transaction may default on its obligation to pay.

Our hedging activity may adversely affect our carnings, which could reduce our cash available: for
distribution to our stockholders. We may utilize instruments such as forward contracts and interest rate
swaps, caps, collars and floors and credit default swaps to scek to hedge against mismatches between
the cash flows on our assets and the interest paymenits on our liabilities or fluctuations in the relative
values of our portfolio positions, in each case resulling from changes in market interest rates. Hedging
against a decline in the values of our portfolio positions does not eliminate the possibility of
fluctuations in the values of such positions or prevent losses if the values of such positions decline.
However, such hedging can establish other positions designed to gain from those same developments,
thereby offsetting the decline in the value of such portfolio positions. Such hedging transactions may
also limit the opportunity for gain if the values of the portfolio positions should increase. Moreover, it
may not be possible to hedge against an interest rate fluctuation that is so generally anticipated that we
are not able to enter into a hedging transaction at an acceptable price.

Although we may enter into hedging transactions to seek to reduce interest rate risks,
unanticipated changes in interest rates may result in poorer overall invesiment performance than if we
had not engaged in any such hedging transactions. In addition, the degree of correlation between price
movements of the instrumenis used in a hedging strategy and price movements in the portfolio
positions being hedged may vary. Moreover, for a variety of reasons, we may not seek to establish a
perfect correlation between such hedging instruments and the portfolio holdings being hedged. Any
such imperfect correlation may prevent us from achicving the intended hedge and expose us to risk of
loss.

In addition, by entering into derivative contracts in connection with hedging transactions, we could
be required to fund cash payments in certain circumstances. These polential payments will be
contingent liabilities and therefore may not appear on our balance sheet. Our ability to fund these
contingent liabilities will depend on the liquidity of our assets and access 1o capital at the time, and the
need to fund these contingent liabilities could adversely affect our financial condition.
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Our failure to achieve adequate operating cash flow could reduce our cash available for distribution to our
stockholders.

As a REIT, we must distribute annually at least 20% of our REIT taxable income to our
stockholders, determined without regard to the deduction for dividends paid and excluding net capital
gain. Our ability to make and sustain cash distributions is based on many factors, including the return
on our investments, operating expense levels and certain restrictions imposed by Maryland law. Some
of the factors are beyond our control and a change in any such factor could affect our ability to pay
future dividends, which may also have a negative impact on our stock price. No assurance can be given
as to our ability to pay distributions.

Loss of Investment Company Act exclusion would adversely affect us and could cause a decline in the market
price of our common stock and limit our ability to distribute dividends.

Because registration as an investment company would significantly affect our ability to engage in
certain transactions or to organize ourselves in the manner we are currently organized, we intend to
maintain our qualification for certain exclusions from registration under the Investment Company Act.
Because we conduct our business directly and through wholly-owned subsidiartes, we must ensure not
only that we, but also that each of our subsidiaries, qualify for an exclusion or exemption from
regulation under the Investment Company Act.

For purposes of the ensuing discussion “we” and “our” refer to Crystal River Capital, Inc. alone
and not its subsidiaries.

We rely on the exclusion provided by Section 3(c)(5)(C) of the Investment Company Act (and
potentially Section 3(c)(6) if, from time to time, we engage in business through one or more majority-
owned subsidiaries).

Section 3(c)(5)(C)}, as interpreted by the staff of the Commission, requires us to invest at least
55% of our assets in “mortgages and other licns on and interests in real estate,” referred to as
qualifying real eslate asscts, and at least 80% of our assets in qualifying real eslate assets plus real
cstate-related assets. We will treat our direct ownership interests in real property (held in the form of
fec interests) and our whole mortgage loans as qualifying real estate assets. In addition, we will treat
our ownership interest in pools of whole loan MBS, in cases in which we acquire the entire beneficial
interest in a particular pool, as qualifying real eslale assels based on no-action positions of the
Division.

We also invest in other types of RMBS, CMBS, B Notes and mezzanine loans, which we will not
treal as qualifying rcal estate assets for purposes of determining our eligibility for the exclusion
provided by Section 3(c)(5}C) unless such treatment is consistent with guidance provided by the
Commission or the Division. We have not requesied no-action or other inlerpretative guidance or
applied for an exemptive order with respect to the treatment of such assets. In the absence of guidance
of the Commission or the Division that otherwise supports the treatment of such investments as
qualifying real estate asscts, we will treat them, for purposes of determining our eligibility for the
exclusion provided by Section 3{c}(5)(C), as rcal estate-related assets or miscellaneous asscts, as
appropriate.

As of December 31, 2007, our investments in MBS whole pool certificates comprise in cxcess of
50.0% of our assets, and coupled with our commercial real estate and whole mortgage loan
investments, comprise in excess of 60.0% of our assets. Such qualifying real estate assets, coupled with
our real estate-related assets, comprise in excess of 85.0% of our assets as of December 31, 2007. We
monitor our assets to ensure that at least 55% of our assets consist of qualifying real estate assets, and
that at least 80% of our assels consist of qualifying real estate assets and real estate-related assets. We
expect, when required due to the mix of our investments, to acquire pools of whole loan MBS for
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compliance purposes. Investments in such pools may not represent an oplimum use of our investable
capital when compared with the available investments we target pursuant 10 our investment strategy.

If we fail 10 satisfy the requirements provided in the Investment Company Act to prescrve our
exclusion from regulation under the Investment Company Act, we could be required to materially
restructure our activities and to register as an investment company under the Investment Company Act,
which could have a material adverse effect on our operating results. Further, if it were establishec that
we were an unregistered investment company, there would be a risk that we would be subject to
monetary penallies and injunctive relief in an action brought by the Commission, that we would be
unable to enforce contracts with third parties, and that third parties could seek to obtain rescission of
transactions undertaken during the period it was established that we were an unregistered investment
company.

Rapid changes in the values of our MBS and other real estate related investments may make it more dijficult
for us to maintain our qualification as a REIT or exclusion from regulation under the Investment Company
Act, which may cause us to change our mix of portfolio investments which may not produce optimal retiurns
consistent with our investment strategy.

If the market value or income potential of our MBS and other real estate related investments
declines as a result of increased interest rates, prepayment rates or other factors, we may need o
increase our real estate investments and income and/or liquidate our non-qualifying assets in order to
maintain our REIT qualification or exclusion from regulation under the Investment Company Act. If
the decline in real estate asset values and/or income occurs quickly, this may be especially difficult to
accomplish. This difficulty may be exacerbated if the assets that we need to sell to comply with the
requirements for qualification as a REIT or to qualify for an exclusion from regulations under the
Investment Company Act have no pre-existing trading market and cannot casily be sold. To the extent
that the assets we need 1o sell are composed of subordinated MBS, individually-negotiated loans, loan
participations or mezzanine loans where there is no established trading market, we may have difficuity
selling such investments quickly for their fair value. Accordingly, we may have lo make investment
decisions that we otherwise would not make absent the REIT and Investment Company Act
considerations.

We are highly dependent on communications and information systems operated by Hyperion Brookfield or by
third parties, and systems failures could significantly disrupt our business, which may, in turn, negatively
affect the market price of our common stock and our ability to pay dividends.

Our business is highly dependent on communications and information systems, including all of
Hyperion Brookficld’s proprietary analytical systems and models and certain third-party sysiems and
models. Any failure or interruption of our systems or the systems operated by Hyperion Brookfield or
by third parties on which we rely, as we experienced as part of system-wide interruptions following the
September 11, 2001 terrorist attacks and the East Coast electrical power blackout in August 2003, could
cause delays or other problems in our securities trading activities, including MBS trading activitics,
which could have a material adverse effect on our operating results and negatively affect the market
price of our common stock and our ability o pay dividends.

Terrorist attacks and other acts of violence or war may affect the market for our common stock, the industry
in which we conduct our operations and our profitability.

The terrorist attacks on September 11, 2001 disrupted the U.S. financial markets, including the
rcal estate capital markets, and negatively affected the U.S. economy in general. Any future terrorist
attacks, the anticipation of any such attacks, the consequences of any military or other response by the
U.S. and its allies, and other armed conflicts could cause consumer confidence and spending (o
decrease or result in increased volatility in the United States and worldwide financial markets and
economy. The cconomic impact of these events could also adversely affect the credit quality of some of
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our loans and investments and the property underlying our ABS securities. Some of our loans and
investments are more susceptible to the adverse cffects discussed above than others, such as hotel
loans, which may expericnee a significant reduction in occupancy rates following any future attacks. We
may suffer losses as a result of the adverse impact of any future attacks and these losses may adversely
affect our performance and revenues and may result in volatility of the value of our securities. A
prolonged economic slowdown, a recession or declining real estate values could impair the performance
of our investmenis and harm our financial condition, increase our funding costs, limit our access to the
capital markets or result in a decision by lenders not 10 extend credil to us. We cannot assure you that
there will not be further terrorist attacks against the United States or U.S. businesses, and we cannot
predict the severity of the effect that such future events would have on the U.S. financial markets, the
economy or our business. The types of losses described above resulting from these types of events are
uninsurable.

In addition, the evemis of September 11 created significant uncertainty regarding the ability of real
estale owners of high-profile assets to obtain insurance coverage protecting against terrorist attacks at
commercially reasonable rates, if at all. With the enactment of the Terrorism Risk Insurance Act of
2002 (TRIA)}, and the subscquent enactment of the Terrorism Risk Insurance Extension Act of 2005
and the Terrorism Risk Insurance Revision and Extension Act of 2007, which extended TRIA through
the end of 2017, insurers must make terrorism insurance available under their property and casualty
insurance policies, but this legislation does not regulate the pricing of such insurance. The absence of
affordable insurance coverage may adversely affect the general real estate lending market, lending
volume and the market’s overall liquidity and it may reduce the number of suitable investment
opportunities available 1o us and the pace at which we are able to make investments. If the properties
in which we invest are unable to obtain affordable insurance coverage, the value of those investments
could dectine, and in the cvent of an uninsured loss, we could lose all or a portion of our investment.

Risks Related to Our Investments

Our real estate investments are subject to risks particular to real property, any of which could reduce our
returns on such investments and limit our cash available for distribution to our stockholders.

We own assets secured by real estale and also own real estate directly. Real estate investments will
be subject to various risks, including:

* acts of God, including hurricanes, earthquakes, floods and other natural disasters, which may
result in uninsured losses;

* acts of war or terrorism, including the consequences of terrorist altacks, such as those that
occurred on September 11, 2001;

* adverse changes in national and local economic and market conditions;

* changes in governmental laws and regulations, fiscal policies and zoning ordinances and the
related costs of compliance with laws and regulations, fiscal policies and ordinances;

* costs of remediation and liabilities associated with environmental conditions such as indoor
mold; and

* the potential for uninsured or underinsured property losses.

If any of these or similar evenls occurs, it may reduce our return from an affected property or
investment and reduce or eliminate our ability to make distributions to stockholders.
The mortgage loans we invest in and the mortgage loans underlying the MBS and asset-backed securities we
invest in are subject to delinquency, foreclosure and loss, which could result in losses to us,

Commercial mortgage loans are secured by multifamily or commercial property and are subject to
risks of delinquency and foreclosure, and risks of loss that are greater than similar risks associated with
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loans made on the security of single-family residential property. The ability of a borrower to repay a
loan secured by an income-producing property typically is dependent primarily upon the successfu.
operation of such property rather than upon the existence of independent income or assets of the
borrower. If the net operating income of the property is reduced, the borrower’s ability to repay the
loan may be impaired. Net operating income of an income-producing property can be affected by,
among other things: tenant mix, success of tenant businesses, properly management decisions, property
location and condition, competition from comparable types of properties, changes in laws that increase
operating expense or limit rents that may be charged, any need to address environmental contamination
at the property, the occurrence of any uninsured casualty at the property, changes in national, regional
or local ¢conomic conditions and/or specific industry segments, declines in regional or local real estate
values, declines in regional or local rental or occupancy rates, increases in interest rates, real estate tax
rates and other operating expenses, changes in governmental rules, regulations and fiscal policies,
including environmental legislation, acts of God, terrorism, social unrest and civil disturbances.

Residential mortgage loans are secured by single-family residential property or 2-4 family
residential property and are subject to risks of delinquency, foreclosure, and loss. The ability of a
borrower to repay a loan secured by a residential property is dependent upon the income or assets of
the borrower. A number of factors, including a general economic downturn, payment increases under
the terms of the loan, acts of God, terrorism, social unrest and civil disturbances, may impair a
borrower’s ability to repay its loans. ABS are bonds or notes backed by loans and/or other consumer
financial assets. The ability to repay these loans or other financial assets is dependant upon the income
or assets of the borrower, or revenue produced by the assets in the case of commercial assets.

In the event of any default under a mortgage loan held directly by us, we will bear a risk of Lass of
principal to the extent of any deficiency between the value of the collateral to be liquidated and the
principal and accrued interest of the mortgage loan and other costs, which could have a material
adverse effect on our cash flow from operations. In the event of the bankruptcy of a mortgage loan
borrower, the mortgage loan to such borrower will be deemed to be secured only to the extent of the
value of the underlying collateral at the time of bankruptcy (as determined by the bankruptcy court),
and the lien securing the mortgage loan will be subject to the avoidance powers of the bankruptey
trustee or debtor-in-possession to the extent the lien is unenforceable under state law, which could
result in a total loss of our investment.

Foreclosure of a mortgage loan can be an expensive and lengthy process, which could have a
substantial negative effect on our anticipated return on the foreclosed mortgage loan. RMBS evidence
interests in, or are secured by, pools of residential mortgage loans and CMBS evidence interests ia, or
are secured by, a single commercial mortgage loan or a pool of commercial mortgage loans.
Accordingly, the MBS in which we invest are subject to all of the risks of the underlying mortgage
loans.

In addition, residential mortgage borrowers may not be prevented by the terms of their mortgage
loans from prepaying their loans in whole or in part at any time. Borrowers prepay their mortgages for
many reasons, but typically, when interest rates decline or when home prices rise, borrowers tend to
prepay at faster rates. To the extent that the underlying morigage borrowers in any of our mortgage
loan pools or the pools underlying any of our mortgage-backed securities prepay their loans, we will
likely reccive funds that will have to be reinvested, and we may need to reinvest those funds at less
desirable rates of return.

Approximately 2.3% of our investment portfolio as of December 31, 2007 was comprised of
mortgage-backed securities collateralized by sub-prime residential mortgages. Sub-prime residentiai
mortgage loans are generally loans to credit impaired borrowers and borrowers that are ineligible to
qualify for loans from conventional mortgage sources due to credit characteristics, higher
debt-to-income ratios or less than full documentation standards. Loans to lower credit grade borrowers
generally experience higher-than-average default rates than do conforming mortgage loans. Material
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differences in expected default rates, loss severities andfor prepayments on the sub-prime mortgage
loans from what was estimated in connection with the original underwriting of such loans could cause
reductions in our income and adversely affect our operating results, with respect to our investments in
mortgage-backed securities. If we underestimate the extent of losses that our investments in mortgage-
backed securities will incur, then our business, financial condition, liquidity and results of operations
could be adversely affected. We are not aware of any defaults in our portfolio as of the date of this
reporl, For a description of the recent weakness in the sub-prime market, see “Part I1. Item 7.
Management’s Discussion and Analysis of Financial Condition and Results of Operations—Trends—
Weakness of mortgage market.”

We may not be able to identify satisfactory alternative investments to successfully balance the interest rate or
mark-to-market risk inherent in our MBS investments, which could result in losses to us.

As of December 31, 2007, greater than 50.0% of our investment portfolio consisted of Agency
Adjustable Rate MBS and greater than 7.0% of our investment portfolio consisted of Non-Agency
RMBS. If we are not able to identify and acquire satisfactory alternative investments, our portfolio will
be concentrated in a less diversified portfolio of MBS investments. This would increase our dependence
on these investments and increase our interest rate and mark-to-market risk inherent in MBS
investments, which could have a material adverse effect on our operating results and negatively affect
the market price of our common stock and our ability to pay dividends.

An increase in the yield spread of our assets may cause the market price of our common stock to drop.

One of the factors that investors may consider in deciding whether to buy ar sell shares of our
common stock is the relative yield spread differential between the assets that we own and their
valuation relative to comparable duration ‘Treasuries. An increase in the vield spread differential could
lower the book value of our assets, which could lower the value of our common stock.

Our investments in CMBS generally are subordinated and could subject us to increased risk of losses.

In general, losses on an assel securing a mortgage toan included in a securitization will be borne
first by the equity holder of the property, then by a cash reserve fund or letter of credit provided by
the borrower, if any, then by the “first loss” subordinated security holder and then by the “second loss”
subordinated security holder. In the event of default and the exhaustion of any equily support, reserve
fund, letter of credit and any classes of securities junior to those in which we invest, we may not be
able to recover all of our investment in the securitics we purchase. In addition, if the underlying
mortgage porifolio has been overvalued by the originator, or if the values subsequently decline and, as
a result, less collateral is available to satisfy interest and principal payments duc on the related MBS,
the securities in which we invest may effectively become the “first loss” position behind the more
senior securities, which may result in significant losses to us and may be in excess of our underwriting
assumpiions.

The prices of lower credit quality securities are generally less sensitive o interest rale changes than
more highly rated investments but more sensitive to adverse economic downturns or individual issuer
developments. A projection of an economic downturn, for example, could cause a decline in the price
of lower credit quality securities because the ability of obligors of mortgages underlying MBS to make
principal and interest payments or to refinance may be impaired. In this case, existing credit support in
the securitization structure may be insufficient to protect us against loss of our principal on these
securities.
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Although we seek to match fund our investments to limit refinance risk and lock in net spreads, we do not
employ this strategy with respect lo certain of our investments, which increases the risks related lo refinancing
these investments.

A key to our investment strategy is to finance our investments using match funded financing
structures, which match assets and liabilities with respect to maturities and interest rates. This limits
our refinance risk, including the risk of being able to refinance an investment or refinance on favorable
terms. We generally use match funded financing structures, such as CDOs, to finance our investments
in real estate securities and loans. However, our Manager may elect for us to bear a level of
refinancing risk on a short term or longer term basis, such as is the case with investments financed with
repurchase agreements, when, based on all of the relevant factors, bearing such risk is advisable. This is
generally the case with respect 1o the Agency MBS and some of the Non-Agency RMBS in which we
invest. The decision not to match fund certain investments exposes us to additional refinancing risks
that may not apply Lo our other investments.

In addition, we anticipate that, in most cases, for any period during which our floating rate assets
are not match funded with respect to maturity, the income from such assets may respond more slowly
o interest rate fluctuations than the cost of our borrowings. Because of this dynamic, interest income
from such investments may risc more slowly than the related interest expense, with a consequent
decrease in our net income. Interest rate fluctuations resulting in our interest expense exceeding
interest income would result in operating losses for us from these investments.

Accordingly, if we do not or are unable to match fund our investments with respect 1o maturities
and interest rates, we will be exposed to the risk that we may not be able to finance or refinance our
investments on economically favorable terms or may have Lo liquidate assets at a loss.

We may not be able to finance our investments on a long term basis on attractive terms, including by means

of securitization, which may require us to seek more costly financing for our investments or to liquidate assets.

When we acquire a portfolio of securities and loans which we finance on a short term basis with a
view to sccuritization or other long term financing, we bear the risk of being unable to securitize the
assets or otherwise finance them on a long term basis at attractive prices or in a timely malter, or at
all. If it is not possible or economical for us to securitize or otherwise finance such assets on a long
term basis, we may be unable to pay down our short term borrowings, or be required to liquidate the
assets al a loss in order to do so.

As of December 31, 2007, we had approximately $1,327.0 million of indebtedness maturing during
2008, including $1,215.7 million of reverse repurchase financing on Agency MBS. When this
indebtedness becomes due, any inability to refinance this indebtedness on similar terms could have a
material impact on our liquidity, our ability to pay future dividends and our ability to maintain our
REIT status. Some of our investments securing these obligations are illiquid and this lack of liquidity
could significantly impede our ability to realize the value at which such investments are carried if we
are required to sell them to satisfy debt maturities.

Our assets may include high yield and subordinated corporate securities that have greater risks of loss than
secured senior loans and if those losses are realized, they could negatively affect our earnings, which could
materially decrease cash available for distribution lo our stockholders.

Our assets may include high yield and subordinated securities that involve a higher degree of risk
than long-term senior secured loans. First, the high yicld securities may not be secured by morigages or
licns on assets. Even if secured, these high vield securities may have higher loan-to-value ratios than a
senior secured loan. Furthermore, our right to payment and the security interest may be subordinated
to the payment rights and security interests of the senior lender. Therefore, we may be limited in our
ability to enforce our rights to collect these loans and to recover any of the loan balance through a
foreclosure of collateral.
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Certain of these high yield and subordinated sceurities may have an intercst anly payment
schedule, with the principal amount remaining outstanding and at risk until the maturity of the
obligation. In this case, a borrower’s ability to repay its obligation may be dependent upon a liquidity
event that will enable the repayment of the obligation.

In addition to the above, numerous other factors may affect a company’s ability to repay its
obligation, including the failure to meet its business plan, a downturn in its industry or negative
cconomic conditions. A deterioration in a company’s financial condition and prospects may be |
accompanied by deterioration in the collateral for the obligation. Losses in our high yield and
subordinated securities could negatively affect our earnings, which could materially decrease cash ‘
available for distribution to our stockholders. |

High yield and subordinaled securities from highly leveraged companics may have a greater risk of
loss which, in turn, could materially decrease cash available for distribution to our stockholders.

investments. These companies may be subject to restrictive financial and operating covenants. The
leverage may impair these companies’ ability to finance their future operations and capital needs. As a
result, these companies’ flexibility to respond to changing business and economic conditions and to
business opportunities may be limited. A leveraged company’s income and net assets will tend 1o
increase or decrease at a greater rate than if borrowed money were not used. As a result, leveraged
companies have a greater risk of loss. Losses on our investments could negatively affect our carnings,
which could materially decrease cash available for distribution to our stockholders.

1
|
|
Leverage may have material adverse consequences to the companies in which we will hold ‘

e may continue to invest in the equity securities of CDOs, and such investments involve various significant
risks, including that CDO equity receives distributions from the CDO only if the CDO generates enough
income to first pay the holders of its debt securities and its expenses,

We may continue to invest in the equity securities of CDOs. A CDO is a special-purpose vehicle
that purchases collateral (such as ABS) that is expected to generale a stream of interest or other
income. The CDO issucs various classes of securities that participate in that income stream, typically
one or more classes of debt instruments and a class of equity securitics. The cquity is usually entitled
to all of the income generated by the CDO after the CDO pays all of the interest due on the debt
securities and its expenses. However, there will be little or no income available to the CDO equity if
there are defaults by the issuers of the underlying collateral and those defaulls exceed a certain
amount. In that event, the value of our investment in the CDO’s equity could decrease substantially. In
addition, the equity securities of CDOs are generally illiquid, and because they represent a leveraged
investment in the CDO’s assets, the value of the equity sccurities will generally have greater
fluctuations than the values of the underlying collateral.

We may enter into warehouse agreements in connection with investments in the equity securities of CDOs
structured for us and, if the investment in a CDO is not consummated, the warehoused collateral will be sold
and we must bear any loss resulting from the purchase price of the collateral exceeding the sale price.

In connection with future investment in CDOs that Hyperion Brookfield structures for us, we
expect to enter into warehouse agreements with investment banks or other financial institutions,
pursuant to which the institution initially will finance the purchase of the collateral that will be
transferred to the CDO. Hyperion Brookfield will select the collateral. If the CDO transaction is not
consummated, the institution would liquidate the warchoused collateral and we would have to pay any
amount by which the original purchase price of the collateral exceeds its sale price, subject 1o
negotiated caps, if any, on our exposure. In addition, regardless of whether the CDO transaction is
consummated, if any of the warehoused coliateral is sold before the consummation, we will have to
bear any resulting loss on the sale. The amount at risk in connection with the warehouse agreements
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supporting our investments in CDOs generally is the amount that we have agreed to invest in the
equity securities of the CDOs. Although we would expect to complete the CDO transaction withir.
about three to nine months after the warchouse agreement is signed, we cannot assure you that we
would in fact be able to complete any such transaction or complete it within the expected time period.

We may lose money on our repurchase transactions if the counterparty to the transaction defaults on its
obligation to resell the underlying security back to us at the end of the transaction term, or if the value of the
underlying security has declined as of the end of that term or if we default on our obligations under the
repurchase agreement,

When we engage in a repurchase transaction, we generally sell securities o the transaction
counterparty and receive cash from the counterparty. The counterparty is obligated to resell the
securities back 10 us at the end of the term of the transaction, which is typically 30-90 days. Because
the cash we receive from the counterparty when we initially sell the securities to the counterparty is
less than the vatue of those securities (typically between 95-97% of that value), if the counterparty
defaults on its obligation to resell the securities back 1o us, we would incur a loss on the transaction
equal to between 3-5% of the value of the securities (assuming there was no change in the value of the
securities). We would also lose money on a repurchase transaction if the value of the underlying
securities has declined as of the end of the transaction term, as we would have to repurchase the
securities for their initial value but would receive securities worth less than that amount. Any lossss we
incur on our repurchase transactions could negatively affect our earnings, and thus decrease our cash
available for distribution to our stockholders.

If we default on one of our obligations under a repurchase transaction, the counterparty can
terminate the transaction and cease entering into any other repurchase transactions with us. In that
case, we would likely need to establish a replacement repurchase facility with another repurchase dealer
to continue to leverage our portfolio and carry out our investment strategy. There is no assurance we
would be able 1o establish a suitable replacement facility.

Investments in mezzanine loans involve greater risks of loss than senior loans secured by income-producing
properties.

Investments in mezzanine loans take the form of subordinated loans secured by second mortzages
on the underlying property or loans secured by a pledge of the ownership interests in the entity that
directly or indircctly owns the property. These types of investments involve a higher degree of risx than
a senior mortgage loan because the investment may become unsecured as a result of foreclosure by the
senior lender. In the event of a bankruptcy of the entity providing the pledge of its ownership interests
as security, we may not have full recourse to the assets of the property owning entity, or the asse’s of
the entity may not be sufficient to satisfy our mezzanine loan. If a borrower defaults on our mezzanine
loan or debt senior 1o our loan, or in the event of a borrower bankruplcy, our mezzanine loan will be
satisfied only after the senior debt is paid in full. As a result, we may not recover some or all of our
investment, which could result in losses. In addition, mezzanine loans may have higher loan to value
ratios than conventional mortgage loans, resulting in less equity in the property and increasing the risk
of loss of principal.

Increases in interest rates and shifts in the yield curve could negatively affect the value of our investments,
which could result in reduced earnings or losses and negatively affect the cash available for distribution to our
stockholders.

We invest indirectly in mortgage loans by purchasing MBS. Under a normal yield curve, an
investment in MBS wili decline in value if long-term interest rates increase. Despite Fannie Mae,
Freddie Mac or Ginnie Mae guarantees of certain of the MBS we own, those guarantecs do not protect
us from declines in market value caused by changes in interest rates. Declines in market value may
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ultimately reduce earnings or result in losses to us, which may negatively affect cash available for
distribution to our stockholders.

A significant risk associaled with our investment in MBS is the risk that both long-term and
short-term interest rates will increase significantly. If long-term rates increase significantly, the market
value of these MBS would decline and the duration and weighted average life of the investments would
increase. We could realize a loss if the securities were sold. At the samce time, an increase in short-term
interest rates would increase the amount of interest owed on the repurchase agrecments we may enter
into in order to finance the purchase of MBS.

Market values of our investments may decline without any general increase in interest rates for a
number of reasons, such as increases in defaults, increases in volunilary prepayments for those
investments that are subject to prepayment risk, and widening of credit spreads.

We remain subject to losses on our maortgage portfolio despite the significant concentration of highly-rated
MBS in our portfolio.

A significanl portion of our current assets are invested in MBS thal cither are agency-backed or
are rated investment grade by at least one rating agency. Although highly-rated MBS generally are
subject to a lower risk of default than lower credit quality MBS and may benefit from third-party credit
cnhancements such as insurance or corporale guarantees, there is no assurance that such MBS will not
be subject to credit losses or downgrades. Furthermore, ratings are subject to change over time as a
result of a number of factors, including greater than expected delinquencies, defaults or credit losses, or
a deterioration in the financial strength of corporate guarantors, any of which may reduce the market
value of such securities. Furthermore, ratings do not take into account the reasonableness of the issue
price, interest rate risk, prepayment risk, extension risk or other risks associated with such MBS, As a
result, although we attempt to miligate our exposure to credit risk in our mortgage portfolio on a
relative basis by focusing on highly-rated MBS, we cannot completely eliminate credit risk and remain
subject 10 other risks to our investment portfolio that could cause us to suffer losses, which may harm
the market price of our common stock.

Some of our portfolio investments are recorded at fair value as estimated by management and reviewed by our
board of directors and, as a result, there is uncertainty as to the value of these investments.

Some of our portfolio investments are in the form of sccurities that are not publicly traded. The
fair value of sccurities and other investments that are not publicly traded is not readily determinable.
We value these investments quarterly at fair value as determined under policies approved by our board
of dircctors. Because such valuations are inherently uncertain, may fluctuate over short periods of time
and may be based on estimates, our determinations of fair value may differ materially from the values
that would have been used if a ready market for these securities existed. The value of our common
stock could be adversely affected if our determinations regarding the fair value of these investments are
materially higher than the values that we ultimately realize upon their disposal.

The value of investments denominated or quoted in international currencies may decrease due to fluctuations
in the relative rates of exchange among the currencies of different nations and by exchange control
regulations.

If we make investments denominated or quoted in foreign currencies, our investment performance
may be negatively affected by a devaluation of that currency. Further, our investment performance may
be negatively affected by currency exchange rates because the U.S. dollar value of investments
denominated or quoted in another currency may increase or decrease in response Lo changes in the
value of the currency in relation to the U.S. dollar.
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Declines in the market values of our investments may adversely affect periodic reported results and credit
availability, which may reduce earnings and, in turn, cash available for distribution to our stockholders.

A substantial portion of our assels are classified for accounting purposes as “available-for-salc.”
Changes in the market values of those assets are directly charged or credited to stockholders’ equity.
As a result, a decline in values may reduce the book value of our assets. Moreover, if the decline in
value of an available-for-sale security is other than temporary, such decline will reduce earnings. In this
regard, for the year ended December 31, 2007, we recorded an impairment charge on 130 RMBS, 59
Agency MBS, 131 CMBS and two preferred stock investments. The total impairment charge for the
year ended December 31, 2007 was $317.9 million, which was reclassified out of other comprehensive
income. The impairment of 22 of the 130 RMBS and seven of the 131 CMBS, totaling $59.5 million
and $11.2 million, respectively, for that period is attributed to the decline in the projected yields related
to changes in the cash flow assumptions, such as timing and prepayments, on the underlying asscts. The
impairment of the remaining 108 of the 130 RMBS, 115 of the 131 CMBS and both of the preferzed
stock investments, totaling $69.3 million, $154.6 million and $3.7 million, respectively, for that period is
attributed to other than temporary declines in market values and is primarily a consequence of wider
spreads affecting market values of the securities. The impairment of the 59 Agency MBS and the
remaining nine of the 131 CMBS, totaling $10.6 million and $9.1 million, respectively, for that period is
a result of our intent not to hold these securities to recovery where cost exceeds market value.

All of our repurchase agreements are subject to bilateral margin calls in the event that the
collateral securing our obligations under those facilities exceeds or does not meet our collateralization
requirements. The analysis of sufficiency of collateralization is undertaken daily, and the thresholds for
adjustment range from $100,000 to $500,000. As of December 31, 2007, on a net basis, the fair value of
the collateral, including restricted cash, securing our obligations under repurchase agreements exczeded
the amount of such obligations, including accrued interest on those obligations, by approximately
$169.3 million. However, during the third and fourth quarters of 2007, due to the dcterioration in the
market value of our assets, we received margin calls under several of our repurchase agreements, which
resulted in our having to tap our financing sources to post additional collateral.

A further decline in the market value of our assets may adversely affect us particularly in instances
where we have borrowed money based on the market value of those assets. If the market value of
those assets declines, the lender may require us to post additional collateral to support the loan. If we
were unable to post the additional collateral, we would have to sell the assets at a time when we might
not otherwise choose to do so. A reduction in credit available may reduce our carnings and, in turn,
cash available for distribution to stockholders.

The lack of liquidity in our investments may harm our business.

We have made investments and, subject to maintaining our REIT qualification and our exemption
from regulation under the Investment Company Act, expect to make additional investments in assets
and securities that are not publicly traded. A portion of these securitics may be subject to legal and
other restrictions on resale or will otherwise be less liquid than publicly traded securities. The illiquidity
of our investments, such as commercial real estate, subordinated MBS or investments in timber o:
power generaling assets, may make it difficult for us to sell such investments if the need arises. In
addition, if we are required to liquidate all or a portion of our portfolio quickly, we may realize
significantly less than the value at which we have previously recorded our investments. Moreover, we
may face other restrictions on our ability to liquidate an investment in a business entity to the extent
that we or Hyperion Brookfield Crystal River has or could be attributed with material nonpublic
information regarding such business entity. As a result, our ability to vary our portfolio in response to
changes in economic and other conditions may be relatively limited.
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Failure to comply with negative covenants contained in our repurchase facilities and other funding agreements
will limit available financing under these agreements.

We obtain a significant portion of our funding through the use of repurchase facilities. Certain of
our repurchase facility agreements include negative covenants that, if breached, may cause transactions
1o be terminated early. Excepl as noted below, the repurchase facility agreements do not include
negative covenants other than those contained in the standard master repurchase agrecment as
published by the Bond Market Association. Three of our master repurchase agreements, which
accounted for approximately $387.6 million of our liabilities as of December 31, 2007, provide that they
may be terminated if, among other things, certain material decreases in net asset value occur, we lose
our REIT status or our Manager is terminated. An event of default or termination event under the
standard master repurchase agreement or the additional provisions explained above would give our
counterparty the option to terminate all repurchase transactions existing with us and make any amount
due by us to the counterparty payable immediately. If we are required to terminate outstanding
repurchase transactions and are unable to negotiate favorable terms of replacement financing, cash will
be negatively affected. This may reduce the amount of capital available for investing and/or may
negatively affect our ability to distribute dividends. In addition, we may have to scll assets al a time
when we might not otherwise choose to do so.

We may not be able to acquire eligible investments for a CDQ issuance, or we may not be able to issue CDO
securities on attractive terms, which may require us to seek more costly financing for our investments or to
liguidate assets.

We intend to continuc to acquire debt instruments and finance them on a non-recourse long-term
basis, such as through the issuance of CI3Os. During the period that we are acquiring these assets, we
intend to finance our purchascs through relatively short-term credit facilities. We use short-term
warehouse lines of credit 1o finance the acquisition of instruments until a sufficient quantity is
accumulated, at which time we may refinance these lines through a securitization, such as a CDO |
issuance, or other long-term financing. As a result, we arc subject to the risk that we wili not be able to
acquire, during the period that our warehouse facility is available, a sufficient amount of eligible assets
to maximize the efficiency of a CDO issuance. In addition, conditions in the capital markets may make
the issuance of CDOs less attractive to us when we do have a sufficient pool of collateral. If we are
unable o issuc a CDO to finance these assets, we may be required to seek other forms of potentially
less attractive financing or otherwise to liquidate the asscts.

A prolonged economic slowdown, a recession or declining real estate values could impair the performance of
our investments and harm our operating results.

Many of our investments may be susceptible 1o economic slowdowns or recessions, which could
lcad to financial losses in our invesiments and a decrease in revenues, net income and assets.
Unfavorable economic conditions also could increase our funding costs, limit our access to the capital
markelts or result in a decision by lenders not to extend credit 10 us, These events could prevent us
from increasing investments and have a negative impact on our operating results. As of the dale of this
report, many analysts are predicting that the United States economy has entered into a recession. In
addition, the value of real estate assets has declined in many parts of the country in recent months.

We may be exposed to environmental liabilities with respect to properties to which we take title, which could
impair the performance of our investments and harm our operating results.

In the course of our business, we have and may continue 10 take title to real estate, and, we could
be subject to environmental liabilities with respect to these properties. In these circumstances, we may
be held liable to a governmental cntity or to third parties for property damage, personal injury,
investigation, and clean-up costs incurred by these parties in connection with environmental

45



contamination, or we may be required to investigate or clean up hazardous or toxic substances or
chemical releascs at a property. The costs associated with investigation or remediation activitics could
be substantial. If we ever become subject to significant environmental liabilities, our business, financial
condition, liquidity and results of operations could be materially and adversely affected.

Hedging instruments often are not traded on regulated exchanges, guaranteed by an exchange or its clearing
house, or regulated by any U.S. or foreign governmental authorities and involve risks and costs that could
expose us to unexpected economic losses in the future.

The cost of using hedging instruments increases as the period covercd by the instrument increases
and during periods of rising and volatile interest rates. We may increase our hedging activity and thus
increase our hedging costs during periods when interest rates are volatile or rising and hedging ccsts
have increased. We expect that from time to time, in addition to the interest rate swaps, credit default
swaps and currency swaps into which we had entered as of December 31, 2007, we may in the future
enter into forward contracts and cash flow swaps as part of our hedging strategy.

[n addition, hedging instruments involve risk because they ofien arc not traded on regulated
exchanges, guaranteed by an exchange or its clearing house, or regulated by any U.S. or foreign
governmental authorities. Consequently, there are no requirements with respect to record keeping,
financial responsibility or segregation of customer funds and positions. Furthermore, the enforceability
of agreements underlying derivative transactions may depend on compliance with applicable statutory,
commodity and other regulatory requirements and, depending on the identity of the counterparty,
applicable international requirements. The business failure of a hedging counterparty with whom we
enter into a hedging transaction will most likely result in a default. Default by a party with whom we
enter into a hedging transaction may result in the loss of unrealized profits and force us to cover our
resale commitments, if any, at the then current market price. Although generally we will seek to reserve
the right 10 terminate our hedging positions, it may not always be possible to dispose of or close out a
hedging position without the consent of the hedging counterparty, and we may not be able to enter into
an offsetting contract 1o cover our risk. We cannot assure you that a liquid sccondary market will exist
for hedging instruments purchased or sold, and we may be required 1o maintain a position until
exercise or expiration, which could result in losses.

Subject to maintaining our qualification as a REIT, part of our investment strategy involves
entering into derivative contracts that could require us to fund cash payments in the future under
certain circumstances, e.g., the early termination of the derivative agreement caused by an event cf
default or other early lermination event, or the decision by a counterparty 1o request margin sccuritics
it is contractually owed under the terms of the derivative contract. The amount due would be equal to
the unrealized loss of the open swap positions with the respective counterparty and could also include
other fees and charges. These economic losses will be reflected in our financial results of opcerations,
and our ability to fund these obligations will depend on the liquidity of our assets and access to capital
at the time. The need to fund these obligations could negatively affect our financial condition.

Prepayment rates could negatively affect the value of our MBS, which could result in reduced earnings or
losses and negatively affect the cash available for distribution to our stockholders.

In the case of residential mortgage loans, there are seldom any restrictions on borrowers’ abilities
to prepay their loans. Homeowners tend to prepay mortgage loans faster when interest rates decline.
Consequently, owners of the loans have to reinvest the money received from the prepayments at the
tower prevailing interest rates. Conversely, homeowners tend not to prepay mortgage loans when
interest rates increase. Consequently, owners of the loans are unable to reinvest money that would have
otherwise been received from prepayments at the higher prevailing interest rates. This volatility in
prepayment rates may affect our ability to maintain targeted amounts of leverage on our mortgage-
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backed securities portfolio and may result in reduced earnings or losses for us and negatively affect the
cash available for distribution to our stockholders.

Despite Fannie Mae, Freddie Mac or Ginnie Mae guarantees of principal and interest related to
certain of the MBS we own, those guarantees do nol protect investors against prepayment risks.

Our Manager’s due diligence may not reveal all of an entity’s liabilities and may not reveal other weaknesses
in its business, which could lead to investment losses.

Before investing in a company, our Manager assesses the strength and skiils of the company’s
managemenl and other factors that our Manager believes are material to the performance of the
investment. In making the assessment and otherwise conducting customary due diligence, our Manager
relies on the resources available 1o it and, in some cases, an investigation by third parties. This process
is particularly important and subjective with respect to newly organized entities because there may be
littie or no information publicly available about the entities. There can be no assurance that our
Manager’'s due diligence processes will uncover all relevant facts or that any current or future
investment will be successful and not result in investment losses.

We, or other owners of income-producing real property, may not be able to relet or renew leases of properties
on favorable terms.

We are subject to the risk that upon expiration of leases for space located at any income-producing
property that we purchase or that serves as collateral for MBS securities that we purchase, the space
may not be relet or, if relet, the terms of the renewal or reletting (including the cost of required
renovations or concessions to lenants) may be less favorable than the expiring lease terms. Any of these
situations may result in extended periods where there is a significant decline in revenues or no
revenues generated by a property. If we, or the other owners of such properties, are unable to relet or
renew leascs for all or substantially all of the space at any such properties, if the rental rates upon such
renewal or reletting are significantly lower than expected, or if reserves for these purposes prove
inadequate, we may be required to reduce or eliminate distributions to our stockholders.

Insurance on commercial real estate may not cover all losses.

There are certain types of losses, generally of a catastrophic nature, such as earthquakes, floods,
hurricanes, terrorism or acts of war, that may be uninsurable or not economically insurable. Inflation,
changes in building codes and ordinances, environmental considerations and other factors, including
terrorism or acts of war, also might make the insurance proceeds insufficient to repair or replace a
property if it is damaged or destroyed. Under such circumstances, the insurance proceeds received
might not be adequate to restore our economic position with respect to the affected real property. Any
uninsured loss could result in both loss of cash flow from and the asset value of the affected property.

Any investments in timber assets will expose us to special risks.

We may invest in timber asscts. The demand for and supply of standing timber continually
fluctuates, which leads o significant volatility in timber prices. Availability of timber supplies is
influenced by many factors, including changes in weather patterns and harvest strategies of industry
participanls, pest infestations and forest fires. Such factors will affect the volume of any timber assets
we may harvest and, as is typical in the industry, we will not maintain insurance for any loss of standing
timber as a result of natural disasters. The timber industry is subject to extensive environmental
regulation, including protected species regulation, which may restrict timber harvesting from time to
time and may lead to increased costs of harvesting, all of which will affect the performance of any
timber asscts in which we invest,
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Any investments in power generation assets will expose us (o special risks.

We may invest in power generation assets. The demand for and supply of electricity continually
fluctuates, which leads to significant volatility in electricity prices both intra-day and seasonally.
Availability of electricity is influenced by many factors, including production strategies of industry
participants that take into account the cost and volume of energy inpuls such as coal, uranium or gas
required to generate clectricity relative to the market price of electricity, adverse weather variations
that affect primarily hydroelectric facilities, equipment failures, and the current regulatory environment
and availability of transmission, all of which will affect the performance of any power generation assets
in which we invesl.

Risks Related to Our Organization and Structure

Our charter and bylaws contain provisions that may inhibit potential takeover bids that you and other
stockholders may consider favorable, and the market price of our common stock may be lower as a result.

Our charter and bylaws contain provisions that may have an anti-takcover effect, inhibit a change
in our board of direciors and prevent stockholders from recciving a premium on their shares. These
provisions include the following:

« There are ownership limits and restrictions on transferability and ownership in our charter. In order
to qualify as a REIT for each taxable year after 2005, not more than 50% of the value of our
outstanding stock may be owned, directly or constructively, by five or fewer individuals during
the second half of any calendar year and our shares must be beneficially owned by 100 or more
persons during at least 335 days of a taxable year of 12 months or during a proportionate part of
a shorter taxable year. To assist us in satisfying these tests, our charter generally prohibits any
person from beneficially or constructively owning more than 9.8% in value or number of shares,
whichever is more restrictive, of any class or series of our outstanding capital stock, subject to
important exceptions. These restrictions may:

« discourage a tender offer or other transactions or a change in the composition of our board
of directors or control that might involve a premium price for our shares or otherwise: be in
the best interests of our stockholders; or

« result in shares issued or transferred in violation of such restrictions being automatically
transferred to a trust for a charitable beneficiary and thereby resulting in a forfeiture of
ownership of the additional shares.

s Qur charter permits our board of directors to issue stock with terms that may discourage a third
party from acquiring us. Our charter permits our board of directors to amend the charter without
stockholder approval 1o increase the total number of authorized shares of stock or the number
of shares of any class or series and (0 issue common or preferred stock having preferences,
conversion or other rights, voting powers, restrictions, limitations as to distributions,
qualifications, or terms or conditions of redemption as determined by our board of directors.
Thus, our board of directors could authorize the issuance of stock with terms and conditions
that could have the effect of discouraging a takeover or other transaction in which holders of
some or a majority of our shares might receive a premium for their shares over the
then-prevailing market price of our shares.

o Maryland Control Share Acquisition Act. Maryland law provides that “control shares” of a
corporation acquired in a “control share acquisition” will have no voting rights except to the
extent approved by a vate of two-thirds of the votes eligible to be cast on the maiter under the
Maryland Control Share Acquisition Act. “Control shares” means voting shares of stock that, if
aggregated with all other shares of stock owned by the acquiror or in respect of which the
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acquiror is able to excercise or direct the exercise of voting power (except solely by virtue of a
revocable proxy), would entitle the acquiror to exercise voling power in electing directors within
one of the following ranges of voting power: one-tenth or more but less than one-third,
one-third or more but less than a majority, or a majority or more of all voting power. A “control
share acquisition” means the acquisition of control shares, subject to certain exceptions.

If voting rights or control shares acquired in a control share acquisition are not approved at a
stockholders’ meeting or if the acquiring person does not deliver an acquiring person stalement
as required by the Maryland Control Share Acquisition Act, then subject to certain conditions
and limitations, the issuer may redeem any or all of the control shares for fair value. If voling
rights of such control shares are approved at a stockholders’ meeting and the acquiror becomes
entitled to vote a majority of the shares of stock entitled to vote, all other stockholders may
exercise appraisal rights. Our bylaws contain a provision excmpting acquisitions of our shares
from the Maryland Control Share Acquisition Act. However, our beard of directors may amend
our bylaws in the future to repeal or modify this exemption, in which case any control shares of
our company acquired in a control share acquisition will be subject to the Maryland Control
Share Acquisition Act.

Business combinations. Under Maryland law, “business combinations” between a Maryland
corporation and an interested stockholder or an affiliate of an interested stockholder are
prohibited for five years after the most recent date on which the interested stockholder becomes
an interested stockholder. These business combinations include a merger, consolidation, share
exchange, or, in circumstances specified in the statute, an asset transfer or issuance or
reclassification of equity securities. An interested stockholder is defined as:

« any person who beneficially owns 109 or more of the voting power of the corporation’s
shares; or

= an affiliate or associate of the corporation whao, at any time within the two-year period prior
to the date in question, was the beneficial owner of 10% or more of the voting power of the
then outstanding voting stock of the corporation.

A person is not an interested stockholder under the statute if the board of directors approved in
advance the transaction by which such person otherwise would have become an interested
stockholder, However, in approving a transaction, the board of directors may provide that its
approval is subject 1o compliance, at or after the time of approval, with any terms and
conditions determined by our board of directors.

After the five-year prohibition, any business combination between the Maryland corporation and
an interested stockholder generally must be recommended by the board of directors of the
corporation and approved by the affirmative vote of at least:

* 80% of the votes entitled to be cast by holders of outstanding shares of voting stock of the
corporation; and

* two-thirds of the votes entitled to be cast by holders of voting stock of the corporation
other than shares held by the interested stockholder with whom or with whose affiliate the
business combination is to be effected or held by an affiliate or associate of the interested
stockholder.

These super-majority vote requirements do not apply if the corporation’s common stockholders
receive a minimum price, as defined under Maryland law, for their shares in the form of cash or
other consideration in the same form as previously paid by the interested stockholder for its
shares.
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The statute permits various exemptions from its provisions, including business combinations that
arc exempted by the board of directors prior to the time that the interested stockholder becomes
an interested stockholder. Our board of directors has adopted a resolution that provides that any
business combination between us and any other person is exempted from the provisions of the
Act, provided that the business combination is first approved by the board of directors. This
resolution, however, may be altered or repealed in whole or in part at any time. If this
resolution is repealed, or the board of dircctors does not otherwise approve a busincss
combination, this statule may discourage others from trying to acquire control of us and increasc
the difficulty of consummating any offer.

* Staggered board. QOur board of directors is divided into three classes of directors. The current
terms of the directors expire in 2008, 2009 and 2010. Directors of each class are chosen for
three-year terms upon the expiration of their current terms, and each year one class of dir¢ctors
is elecied by the stockholders. The staggered terms of our directors may reduce the possibility of
a tender offer or an attempt at a change in control, even though a tender offer or change in
control might be in the best interests of our stockholders.

= Qur charter and bylaws contain other possible anti-takeover provisions. Our charter and bylaws
contain other provisions that may have the effect of delaying, deferring or preventing a change
in control of us or the removal of existing directors and, as a result, could prevent our
stockholders from being paid a premium for their common stock over the then-prevailing market
price.

Our rights and the rights of our stockholders to take action against our directors and officers are limited,
which could limit your recourse in the event of actions not in your best interests.

Our charter limits the liability of our directors and officers to us and our stockholders for money
damages, excepl for liability resulting from:

* actual receipt of an improper benefit or profit in money, property or services; or

» a final judgment based upon a finding of active and deliberate dishonesty by the director or
officer that was material to the cause of action adjudicated.

In addition, our charter permits us to agree to indemnify our present and former directors and
officers for actions taken by them in those capacities to the maximum extent permitted by Marylaad
law. Our bylaws require us to indemnify each present or former director or officer, to the maximum
extent permitted by Maryland law, in the defensc of any proceeding to which he or she is made, or
threatencd to be made, a party by reason of his or her service to us. In addition, we may be obligated
to fund the defense costs incurred by our directors and officers.

Our access to confidential information may restrict our ability to take action with respect to some investrments,
which, in turn, may negatively affect the potential return to stockholders.

We, dircctly or through Hyperion Brookfield, Hyperion Brookficld Crystal River or Brookfield may
abtain confidential information about the companies in which we have invested or may invest. If we do
possess confidential information about such companies, there may be restrictions on our ability to
dispose of, increase the amount of, or otherwise take action with respect 10 an investment in those
companics. Our management of investment funds could create a conflict of interest 1o the extent
Hyperion Brookfield Crystal River is aware of inside information concerning potential investment
targets. We have implemented compliance procedures and practices designed to ensure that inside
information is not used for making investment decisions on behalf of the funds and to monitor fuads
invested. We cannot assure you, however, that these procedures and practices will be effective. In
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addition, this conflict and these procedures and practices may limit the freedom of Hyperion Brookfield
Crystal River to make potentially profitable investments, which could negatively affect our operations.
These limitations imposed by access to confidential information could therefore negatively affect the
potential market price of our common stock and the ability to distribute dividends.

Tax Risks
Complying with REIT requirements may cause us 1o forego otherwise attractive opportunities.

To qualify as a REIT for federal income tax purposes, we must continually satisfy various tests
regarding the sources of our income, the nature and diversification of our assets, the amounts we
distribute to our stockholders and the ownership of our stock. To meet these tests, we may be required
1o forego investments we might otherwisec make. This difficulty may be exacerbated by the illiquid
nature of many of our non-real estate assets. Thus, compliance with the REIT requirements may
hinder our investment performance.

The “taxable mortgage pool” rules may increase the taxes that we or our stockholders may incur, and may
limit the manner in which we effect future securitizations.

Certain of our securitizations have resulted in the creation of taxable morigage pools for federal
income tax purposes. As a REIT, so long as we own 100% of the equity interests in a taxable mortgage
pool, we generally would not be adverscly affected by the characterization of the securitization as a
laxable mortgage pool. Certain categories of stockholders, however, such as non-U.S. persons eligible
for treaty benefits, stockholders with net operating losses, and certain tax-exempt stockholders that are
subject to unrelated business income tax, could be subject to increased taxes on a portion of their
dividend income from us attributable to the taxable mortgage pool that is characterized as “excess
inclusion income.” In addition, to the extent that our stock is owned by lax-exempt “disqualified
organizations,” such as certain government-related entities and charitable remainder trusts that are not
subject to tax on unrelated business income, we may incur a corporate level tax on the excess inclusion
income from the taxable mortgage pool. In that case, we may reduce the amount of our distributions to
any disqualified organizalion whose stock ownership gave rise to the tax. The Internal Revenue Service
has not given clear guidance as to the appropriate method for the calculation of excess inclusion
income and, abscnot such clear guidance, we have calculated excess inclusion income based upon what
we believe to be a reasonable method. Our estimation of excess inclusion income is disclosed in our
year end financial statements, In addition, pursuant to recently issued guidance from the Internal
Revenue Service, we are required to allocate excess inclusion income to our shareholders in proportion
to dividends paid and to inform our sharcholders of the amount and character of the excess inclusion
income allocated to them. Given the lack of guidance, there can be no assurances that we have
calculated excess inclusion income in a manner satisfactory to the Internal Revenue Service.

We are effectively precluded from sclling equity interests in these securitizations to outside
investors, or selling any debt securities issued in connection with these securitizations that might be
considered to be equity interests for tax purposcs. These limitations may prevent us from using certain
techniques to maximize our returns from securitization transactions. In certain instances, we have
pledged our equity intercsts in these taxable mortgage pools as collateral under our repurchase
agreements, subjecling the pools to the potential loss of their tax-exempt status in the event that we
were forced to sell our interests or our interests were foreclosed upon by a third party that was not
afforded the same exemption as us.
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Failure to qualify as a REIT would subject us to U.S. federal income tax, which would reduce the cash
available for distribution to our stockholders.

We operale in a manner that is intended to cause us to qualify as a REIT for federal income tax
purposes. However, the federal income tax laws governing REITs are extremely complex, and
administrative interpretations of the federal income tax laws governing qualification as a REIT are
limited. Qualifying as a REIT requires us to meet various tests regarding the nature of our assets and
our income, the ownership of our outstanding stock, and the amount of our distributions on an ongoing
basis. Although we operate in such a manner so as to qualify as a REIT, given the highly complex
nature of the rules governing REITs, the ongoing importance of factual determinations, and the
possibility of future changes in our circumstances, no assurance can be given that we will so qualify for
any particular year.

If we fail to qualify as a REIT in any calendar year and we do not qualify for certain statutory
relief provisions, we would be required to pay federal income tax on our taxable income. We might
need to borrow money or sell assets in order to pay that tax. Qur payment of income tax would
decrecase the amount of our income available for distribution to our stockholders. Furthermore, if we
fail to maintain our qualification as a REIT and we do not qualify for certain statutory relief
provisions, we no longer would be required to distribute substantially all of our REIT taxable income
to our stockholders. Unless our failure to qualify as a REIT were excused under federal tax laws, we
could not re-elect REIT status until the fifth calendar year following the year in which we failed to

qualify.

Failure to make required distributions would subject us to tax, which would reduce the cash available for
distribution to our stockholders and could adversely affect our ability to execute our business plan.

In order to qualify as a REIT, we must distribute to our stockholders, each calendar year, at least
90% of our REIT taxable income, determined without regard to the deduction for dividends paid and
excluding net capital gain. To the extent that we satisfy the 90% distribution requirement, but distribute
less than 100% of our taxable income, we will be subject to federal corperate income tax on our
undistributed income. In addition, we will incur a 4% nondeduciible excise tax on the amount, if any,
by which our distributions in any calendar year arc less than the sum of:

« 85% of our ordinary taxable income for that year;
* 95% of our capital gain net income for that year; and
* 100% our undistributed taxable income from prior years.

We intend to continue to distribute our net taxable income to our stockholders in a manner
intended to satisfy the 90% distribution requirement and to avoid both corporate income tax and the
4% nondeductible excise tax. However, there is no requirement that domestic TRSs distribute their
after-tax net income to their parent REIT or their stockholders and Crystal River Capital TRS
Holdings, Inc., our TRS, may determine not to make any distributions to us.

Our taxable income may substantially differ from our net income as determined based on
accounting principles generally accepted in the United States, or U.S. GAAP, because, for example,
realized capital losscs will be deducted in determining our U.S. GAAP net income, but may not be
deductible in computing our taxable income. In addition, we may invest in assets that generate taxable
income in excess of economic income or in advance of the corresponding cash flow from the assets,
which we refer to as phantom income. Although some types of phantom income are excluded to the
extent they exceed 5% of our REIT taxable income in determining the 90% distribution requirement,
we will incur corporate income tax and the 4% nondeductible excise tax with respect to any phantom
income items if we do not distribute those items on an annual basis. As a result of the foregoing, we
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may generate less cash flow than taxable income in a particular year. In that event, we may be required
to use cash reserves, incur debt on a short-term or long-term basis, or liquidate non-cash assets at rates
or times that we regard as unfavorable to satisfy the distribution requirement and to aveid corporate
income tax and the 4% nondeductible excise tax in that year. Because certain of our assets may
generate substantial mismatches between taxable income and available cash, the requirement to
distribute a substantial portion of our net taxable income could cause us to: (i) sell assets in adverse
market conditions, (i) borrow on unfavorable terms or (iii} distribute amounts that would otherwise be
invested in future acquisitions, capital expenditures or repayment of debt, in order to comply with
REIT requirements.

Dividends payable by REITs do not qualify for the reduced tax rates.

Legislation enacted in 2003 generally reduces the maximum tax rate for dividends payable to
domestic stockholders that are individuals, trusts and estates to 15% (through 2008). Dividends payable
by REITs, however, arc generally not eligible for the reduced rates. Although this legislation does not
adversely affect the taxation of REITs or dividends paid by REITS, the more favorable rates applicable
to regular corporate dividends could cause investors who are individuals, trusts and estates to perceive
investments in REITs to be relatively less attractive than investments in the stocks of non-REIT
corporations that pay dividends, which could adversely affect the value of the stock of RETTS, including
our common stock.

Our ownership of and relationship with our TRS will be limited, and a failure to comply with the limits would
Jeopardize our REIT status and may result in the application of a 100% excise tax.

A REIT may own up to 100% of the stock of one or more TRSs. A TRS may earn income that
would not be qualifying income if earned directly by the parent REIT. Both the subsidiary and the
REIT must jointly clect to treat the subsidiary as a TRS. A corporation of which a TRS directly or
indirectly owns more than 35% of the voting power or value of the stock will automatically be treated
as a TRS. Overall, no more than 20% of the value of a REIT’s assets may consist of stock ar securities
of one or more TRSs. A TRS will pay federal, state and local income tax at regular corporate rates on
any income that it carns. In addition, the TRS rules limit the deductibility of interest paid or accrued
by a TRS 1o its parent REIT to assure that the TRS is subject to an appropriate level of corporate
taxation. The rules also impose a 100% excise tax on certain transactions between a TRS and its parent
REIT thal are not conducted on an arm’s length basis.

Our TRS, Crystal River Capital TRS Holdings, Inc., as a domestic TRS, will pay federal, state and
local income tax on its taxable income, and its after-tax net income is available for distribution to us
but is not required to be distributed to us. The aggregate value of the TRS stock and securities owned
by us should be less than 20% of the value of our total assets (including the TRS stock and securities).
Furthermore, we monitor the value of our investments in TRSs for the purpose of ensuring compliance
with the rule that no more than 20% of the value of our assets may consist of TRS stock and securities
(which is applied at the end of each calendar quarter). In addition, we scrutinize all of our transactions
with TRSs for the purposc of cnsuring that they are entered into on arm’s length terms in order to
avoid incurring the 1009% excise tax described above. There can be no complete assurance, however,
that we will be able to comply with the 20% timitation discussed above or to avoid application of the
100% excise tax discussed above.

Complying with REIT requirements may limit our ability to hedge effectively.

The REIT provisions of the Internal Revenue Code substantially limit our ability to hedge MBS
and related borrowings. Under these provisions, our annual gross income from qualifying and
non-qualifying hedges, together with any other income not generated from qualifying real estate assets,
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cannot exceed 25% of our gross income. In addition, our aggregate gross income from non-qualifying
hedges, fees, and certain other non-qualifying sources cannot exceed 5% of our annual gross income.
As a result, we might have to limit our use of advantageous hedging techniques or implement those
hedges through Crystal River Capital TRS Holdings, Inc. This could increase the cost of our hedging
activities or exposc us 1o greater risks associated with changes in interest rates than we would otherwise
want to bear.

The tax on prohibited transactions will limit our ability to engage in transactions, including certain methoas
of securitizing mortgage loans, that would be treated as sales for federal income tax purposes.

A REIT’s net income from prohibited transactions is subject to a 100% tax. In general, prohibited
transactions are sales or other dispositions of property, other than foreclosure property, but including
morlgage loans, held primarily for sale to customers in the ordinary course of business. We might be
subject to this tax if we were able to sell or securitize loans in a manner that was treated as a sale of
the loans for federal income tax purposes. Therefore, in order o avoid the prohibited transactions Lux,
we may choose not o engage in certain sales of loans and may limit the structures we utilize for our
securilization transactions even though such sales or structures might otherwise be beneficial to us.

It may be possible to reduce the impact of the prohibited transaction tax and the holding of asscts
not qualifying as real estate assets for purposes of the REIT asset tests by conducting certain activitics,
holding non-qualifying REIT asscts or engaging in CDO transactions through our TRSs, subject to
certain limitations. To the extent that we engage in such activities through TRSs, the income associated
with such activities may be subject to full corporate income tax.

We may be subject to adverse legislative or regulatory tax changes that could reduce the market price of our
common stock.

At any time, the federal, state or local income tax laws or regulations governing REITS or the
administrative interpretations of those laws or regulations may be amended. We cannot predict when or
if any new tax law, regulation or administrative interpretation, or any amendment to any existing tax
law, regulation or administrative interpretation, will be adopted, promulgated or become effective and
any such law, regulation or interpretation may take effect retroactively. We and our stockholders could
be adversely affccted by any such change in, or any new, tax law, regulation or administrative
interpretation.

If we make distributions in excess of our current and accumulated earnings and profits, those distributions
will be treated as a return of capital, which will reduce the adjusted basis of your stock, and to the extent such
distributions exceed your adjusted basis, you may recognize a capital gain.

Unless you are a tax-exempl entity, distributions that we make to you generally will be subject to
tax as ordinary income to the extent of our current and accumulated earnings and profits as
determined for federal income tax purposes. If the amount we distribute to you exceeds your allocable
share of our current and accumulated earnings and profits, the excess will be treated as a return of
capital 1o the extent of your adjusted basis in your stock, which will reduce your basis in your stock but
will not be subject to tax. To the extent the amount we distribute to you exceeds both your ailocable
share of our current and accumulated carnings and profits and your adjusted basis, this excess amount
will be treated as a gain from the sale or exchange of a capital asset.

Item 1B. Unresolved Staff Comments.

None.
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Item 2. Properties.

Our investments in real eslate asscts as of December 31, 2007 consist of our interests in properties
that are consolidated in our consolidated financial statements. The following table sets forth the
information with respect to our real estate assets as of December 31, 2007:

Net Rentable  Percentage

Property Name Location Type %o Ovwned Date Acquired Square Feet Leased
Chase Tower Phoenix . . . Phoenix, AZ Office 100.0% March 20,2007 724,000 100.0%
1111 Fannin. . ........ Houston, TX  Office 100.0 March 20,2007 428,600 100.0

JPM Chase Call Center . Arlington, TX Office  100.0 Sept. 25, 2007 176,000 100.0

2007 Acquisitions

On March 20, 2007, we acquired a 100% interest in the Chase Tower Phoenix, a 724,000
square-foot, single-tenant office building with a 1,905 space parking garage located in Phoenix, Arizona
and 1111 Fannin Street, a 428,600 square-foot, single-tenant office building located in Houston, Texas,
cach of which is lcascd on a triple-net basis 10 JPMorgan Chase under leases expiring in 2021, The
gross purchase price was approximately $234.7 miilion, funded at closing with a $198.5 million
fixed-rate mortgage loan maturing in April 2017 at 5.509% (hedged rate 5.65%), interest-only for the
first ten years, and cash on hand.

On September 25, 2007, we acquired a 100% interest in the JPMorgan Chase Call Center, a
176,000 square-foot, single-tenant office building located in Arlington, Texas leased on a triple-net basis
to JPMorgan Chase under a lease expiring in 2027. The gross purchase price was approximately
$26.5 million, funded at closing with a $20.9 million fixed-rate mortgage loan maturing in October 2017
at 6.29%, interest-only for the first three years, and cash on hand.

Principal Executive and Administrative Offices

Our principal executive and administrative offices are located in office space leased at Three
World Financial Center, 200 Vesey Street, 10th Floor, New York, New York 10281-1010 and are
provided by our Manager in accordance with the Management Agreement. Our telephone number is
(212) 549-8400 and our website address is ftgp:/fwww.crystalriverreit.com.

Item 3. Legal Proceedings.

We are not party to any material litigation or legal proceedings, or to the best of our knowledge,
any threatened litigation or legal proceedings, which, in our opinion, individually or in the aggregate,
would have a material adverse effect on our results of operations or financial condition.

[tem 4. Submission of Matters to a Vote of Security Holders.

None.
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PART II

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases
of Equity Securities,

Our common stock is listed for trading on the New York Stock Exchange under the symbol
“CRZ.” The table below sets forth, for the calendar quarters indicated, the reported high and low sale
prices for the common stock as reported on the NYSE composite transaction tape and the per share
cash dividends declared on the common stock.

High Low Dividend
2007
Fourth QUarter . .. . ..o e e e e e e e $18.20 §$12.56 $0.68
Third Quarter . . .. o e e 25.58 9.71 0.68
Second Quarter. . .. ...t e 2948 2425 0.68
First QUarter . . .. v ottt it e e e e e 2924 2372 0.68
2006
Fourth QUarter . .. ... vt e i e $25.55 $21.57 $0.66
Third Quarter {from July 28, 2006) ................ 23.00  21.30 0.60

The last reported sale price of our common stock on March 12, 2008 as reported on the NYSE
composite transaction tape was $11.04. As of March 12, 2008, there were 17 holders of record of our
common stock, Cede & Co. is the holder of record for 24,600,700 shares of our common stock and it
holds such shares as nominee for The Depository Trust Company.

We generally intend to distribute cach year substantially all of our taxable income (which does not
necessarily equal net income as calculated in accordance with generally accepted accounting principles)
to our shareholders so as to comply with the REIT provisions of the Internal Revenue Code. We
intend to make dividend distributions quarterly and, if necessary for REIT qualification purposes, we
may need to distribute any taxable income remaining after the distribution of the final regular quarterly
dividend each year, together with the first regular quarterly dividend payment of the following 1axable
year or, at our discretion, in a special dividend distributed prior thereto. Furthermore, we seek to set
our recurring dividend at a level that we believe is comfortably sustainable.

Our dividend policy is subject to revision at the discretion of our board of directors. All
distributions will be made at the discretion of our board of directors and will depend upon our taxable
income, our financial condition, our maintenance of REIT status and other factors as our board of
directors deems relevant.

Information relating to the dividends we declared in 2006 and 2007 is as follows:

Dividend

Amount Declaration Payment Total Dividend
Fiscal Period per Share Date Record Date Date Distribution Type

(in millions)

First quarter 2006 . ............ $0.725  03/31/2006  03/31/2006  04/17/2006 5127 Regular
Second quarter 2006, . .. ..... ... 0.725  06/23/2006  06/30/2006  07/21/2006 12.7 Regular
Third quarter 2006 . .. .......... 0.600  09/22/2006  10/04/2006  10/27/2006 15.0 Regular
Fourth quarter 2006 .. .......... (.660 12/14/2006  12/29/2006  01/26/2007 16.5 Regular
First quarter 2007 .. ........... 0.680  03/1%/2007 03/30/2007  04/27/2007 17.0 Regular
Second quarter 2007 . . . ... ...... 0.680  06/13/2007  06/29/2007  07/27/2007 17.0 Regular
Third quarter 2007 . . .. .... ... .. 0.680  09/10/2007  (9/28/2007  10/26/2007 16.9 Regular
Fourth quarter 2007 . .. ... .. .... 0.680 12/12/2007  12/31/2007  01/28/2008 16.8 Regular

For the year ended December 31, 2007, we declared dividends of $2.72 per share, of which $2.5¢
represented distributions of taxable earnings and profits and $0.13 represented a return of capital. All
distributions through December 31, 2006 represented distributions of taxable earnings and profits; none
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represented a return of capital, and all distributions from and including October 13, 2005 were funded
primarily from operating cash flows, and as necessary, Lo a lesser extent from the sale or repayment of
our investments or from borrowings under our credit facilities or master repurchase agreements, and
were not funded out of the offering proceeds from our March 2005 private offering or our August 2006
initial public offering. We cannot assure you that we will have sufficient cash available for future
quarterly distributions at this level, or at all. See “Item 1A. Risk Factors.”

Equity Compensation Plan Information

The following 1able provides information about the securities authorized for issuance under our
equity compensation plans as of December 31, 2007:

Plan category

Equity compensation plans

approved by stockholders . . .

Equity compensation plans not

approved by stockholders(3).
Total ...................

Number of
securities to be
issued upon
exercise of
outstanding
options, warrants

Number of

securities

remaining
available lor future

issuance

under

equity

Weighted-average
exercise price of
outstanding
options, warrants

compensation
plans
{excluding
securities reflected

and rights(1) and rights in column (a))(2)
(a) (h) (c)
.. 130,000 25.00 2,358,680
.. 130,000 25.00 2,398,680

(1) There are no outstanding warrants or rights.

(2) Amounts exclude any securities to be issued upon exercise of outstanding options.
Includes 42,419 shares of common stock 1o be issued in respect of deferred stock units
and restricted stock units issued lo certain of our independent directors.

(3) We do not have any equity compensation plans that have not been approved by

stockholders.

We did not repurchase, or purchase on behalf of any affiliated purchaser, any shares of our
common stock during the year ended December 31, 2006. The following table shows our stock
repurchase activity during the fourth quarter of 2007.

Period
October 1-31, 2007 . .............

November 1-30, 2007 ............
December 1-31, 2007 ... ... ... ...

Total Number of
Shares Purchased

Maximum Number
of Shares that May

Total Number of Average as Part of Publicly Yet Be Purchased
Shares Price Paid Announced Plans Under the Plans or
Purchased(1) Per Share(2) or Programs Programs(1)
59,700 17.24 234,700 1,765,300
64,600 13.39 299,300 1,700,700
— — 299,300 1,700,700

(1} On August 7, 2007, our board of directors authorized and announced the repurchase of 2,000,000
shares of our common stock in open-market or in privately negotiated transactions, The amount
and timing of purchases will depend upon a number of factors, including the price and availability
of our shares and general market conditions. This program has no expiration date but may be
terminated by our board of directors at any time. We purchased an aggregate of 299,300 shares
during the periods indicated above under this program. There were 1,700,700 shares remaining for
repurchase under this program as of the filing date of this Annual Report on Form 10-K.

(2) Includes brokerage commissions.
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Item 6. Selected Financial Data.

The following table sets forth sclected consolidated financial data, which was derived from our
historical consolidated financia! statements included in this Annual Report on Form 10-K for the
periods then ended.

You should read the following information together with “Item 7. Management’s Discussion and
Analysis of Financial Condition and Results of Operations™ and the consolidated financial statements
and the notes thereto, which begins on Page F-1 of this Form 10-K.

March 15, 2005
(commencemnent
Year Ended Year Ended of operations) to

December 31, December 31, December 31,
2007 2006 2005

(In thousands except share and per share data)

Consolidated Operating Data:

Revenues:
Interest and dividend income . ... ... ... ... .. ... $ 219919 § 201,224 h) 79,601
Rental income, net . . . ... ... .. 16,210 — —
Total FEVENUCS . . . . ot i i i e e e e 236,129 201,224 79,601
Expenses:
Inlerest eXPense . . . . . . ..ot e e 156,797 139,601 48425
Management and incentive fees, related party(1) .. ......... 6,502 7.922 5448
Professional fees . .. . . . . ... ... ... .. 3,904 2,722 2,205
Depreciation and amortization . . .. .................... 8,948 — —
Loan loss provision .. ... ... . i 4,500 — —
[NSUFANCE BXPENSC . . . . vttt 936 413 250
Other general and administrative expenses(2). .. ... ...... .. 2,751 1,019 £33
Total eXPensEs . . . .. v e 184,338 151,677 56,561
Income before other revenues {expenses) ... ... . ........ 51,791 49,547 22,740
Other revenues (expenses):
Realized net loss on sale of real estate loans and securitics
available forsale. . ... ...... ... ... ... . . .. (1,698) (2,128) {:21)
Realized and unrealized gain {loss) on derivatives . . . ... ... .. {84,951) 10,347 (2.497)
Loss on impairment of available for sale securities .. ... ... .. (317,931) (10,389) (5,782)
Foreign currency exchange gain . . . .................... 4,292 580 —
Income from equity investments . . .. ........ ... .. ... .. 2,610 — —
OUNET « « o v e e e e e e e e e e 9 (1,040) 8
Total other €XPERSES . . . . o v oo e e e (397,669) (2,630) (8,792)
Netincome (loss) .. ... ... i $ (345878) § 46917 $ 13948
Per share information:
Net income (loss} per share ol commaon stock
Basic . .. . e £  (1386) § 2.27 $ 0.80
Diluted . ... ... e e $§ (1386 § 2.27 b 0.80
Dividends declared per share of common stock .. ... ... ... $ 272§ 2 $ 1.55
Weighted average shares of common stock cutstanding
Basic . ... .. 24,962,708 20,646,637 17,487,500
Diluted .. ... ... .. . e 24,962,708 20,646,637 17,487,500
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As of December 31,

2007 2006 2005
Consolidated Balance Sheet Data:

Totalassets ......... .. i $2,479,438  $3,774,645 32,669,769

Long-term obligations:
Debt—collateralized debt obligations . . .. ............. 486,608 194,396 227,500
Debt—notes payable, related party. . .. .. ... ... ... ... — — 35,000
Debt—junior subordinated notes . . ...... ... ........ 51,550 — —
Debt—mortgages payable . ....... ... .. ... ... ..... 219,380 — —
Debt—senior mortgage-backed notes, related party . ... ... 99.815 — —
Debt—secured revolving credit facility, related party . ... .. 67,319 — —
Total long-term obligations . . .. ............ .. .. ... 924,672 194,396 262,500
Stockholders’ equity ... ... ... ... i L 110,592 556,314 381,429

(1) Includes 3555, $1,024 and $627, respectively, of stock based compensation.
(2) Includes $584, $324 and $81, respectively, of stock based compensation.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

The following discussion should be read in conjunction with the consolidated financial statements
and notes thereto appearing elsewhere in this Annual Report on Form 10-K. Historical results set forth
are not necessarily indicative of our future financial position and results of operations.

Overview

We are a specialty finance company formed on January 25, 2005 by Hyperion Brookfield to invest
in commercial real cstate, real estate loans, real estate related securities, such as commercial and
residential mortgage-backed sccurities, and various other asset classes. We commenced operations in
March 2005. We have elected and qualified to be taxed as a REIT for federal income tax purposes
commencing with our taxable year ended December 31, 2005 and expect to qualify as a REIT in
subsequent tax years. We invest in financial assets and intend 1o construct an investment portfolio that
is leveraged where appropriate to seek to achieve attractive risk-adjusted returns and that is structured
o comply with the various federal income tax requirements for REIT status and to qualify for an
exclusion from regulation under the Investment Company Act of 1940, which we refer to as the
Investment Company Acl. Qur current focus is on the following asset classes:

* Commercial real estate, commercial real estate-related sccurities (principally CMBS), Agency
MBS and RMBS;

* Whole mortgage loans, bridge loans, B Notes and mezzanine loans; and
* Other ABS, including CDOs and consumer ABS.

We completed a private offering of 17,400,000 shares of our common stock in March 2005 in
which we raised net proceeds of approximately $405.6 million. We completed our initial public offering
of 7,500,000 shares of our comman stock, which we refer o as our IPQ, in August 2006 in which we
raiscd net proceeds of approximately $158.6 million. We have fully invested the proceeds from the
March 2005 private offering and our IPO, and, as of December 31, 2007, have a portfolio of
commercial real estate, MBS and other investments of approximately $2.3 billion, which we may
reallocate from time to time to achieve our optimal portfolio allocation for prevailing market
conditions. We are externally managed by Hyperion Brookfield Crystal River. Hyperion Brookfield
Crystal River is 2 wholly-owned subsidiary of Hyperion Brookfield.

We earn revenues and generate cash through our investments. We use a substantial amount of
leverage to scek to enhance our returns. We finance each of our investments with different degrees of
leverage with a goal of financing long-lerm assets with long-term financing. The cost of borrowings to
finance our investments compriscs a significant portion of our operating expenses. Our net income will
depend, in large part, on our ability to control this particular operating expense in relation to our revenues.
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A variety of industry and economic factors may impact our financial condition and operating
performance. These factors include:

* interest rate trends,

» ratcs of prepayment on mortgages underlying our MBS,

* delinquency and loss trends in RMBS and our commercial real estate investments,
« valuation of residential and commercial properties,

* competition, and

« other market devclopments.

In addition, a variety of factors relating to our business may also impacl our financial condition
and operating performance. These factors include:

* our leverage,

* our access to funding and borrowing capacity,
* our borrowing costs,

= our hedging activities,

» the market value of our investments, and

+ REIT requirements and the requirements to qualify for an exemption from regulation under the
Investment Company Act.

Our Business Model

Our interest, dividend and rental income net of interest expense, which we refer to as our net
investment income, is generated primarily from the net spread, or difference, between the interest,
dividend and rental income we earn on our investment portfolio and the cost of our borrowings and
hedging activitics. Our net investment income will vary based upon, among other things, the difference
between the interest rates carned on our various interest-earning assets and the borrowing costs of tae
liabilities used to finance those investments. Other than our investments in Agency MBS, we generally
attempt to match fund our assets in order to match the maturity of the investments with the maturity
of the financing sources used to make such investments. Although we do not match fund Agency MBS
due to their average 30 year maturities, we utilize interest rate swaps to hedge a portion of our interest
rate exposure to these securities. We also utilize CDO financings or other securitizations when
available, where match funding occurs as a result of cash flows from the collateral pool paying the
intercst on the debt securities issued by the CDO or other securitization structure.

We anticipate that, for any period during which our assets are not match-funded, such assets could
reprice slower or faster than the corresponding liabilities. Consequently, changes in interest rates,
particularly short-term interest rates, may significantly influence our net income. Increases in these
rates could tend to decrease our net income and the market value of our assets, and could possibly
result in operating losses for us or limit or eliminate our ability to make distributions to our
stackholders.

The yield on our assets may be affected by a difference beiween the actual prepayment rates and
our projections. Prepayments on loans and securities may be influenced by changes in markel interest
rates and a variety of economic, geographic and other factors beyond our control, and consequently,
such prepayment rates cannot be predicted with certainty. To the extent we have acquired assets at a
premium or discount, a change in prepayment rates may affect our anticipated yield. Under certain
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interest rate and prepayment scenarios we may fail to recoup fully our cost of acquisition of certain
assets.

Certain of our investments, including RMBS and subordinate CMBS, currently generate substantial
mismatches between taxable income and available cash. In order to meet the requirement to distribute
a substantial portion of our net taxable income, we may need to borrow, sell assets or raise additional
equity capital.

In periods of declining interest rates, which we are currently experiencing, we expect the
prepayments on our investments, including our RMBS, to increase. If we are unable to reinvest the
proceeds of such prepayments at comparable yields, our net investment income may suffer. In periods
of rising interest rates, prepayment rates on our investments, including our Agency MBS and RMBS,
will likely slow, causing the expected lives of these investments to increase. This may cause our net
investment income to decrease as our borrowing and hedging costs rise while our interest income on
those assets remains conslant. Interest rate declines, however, generally do not affect the prepayment
rates on CMBS as the underlying loans in the CMBS typically are protecled from prepayment rates.

Although we use hedging to mitigate some of our interest rate risk, we do not hedge all of our
exposurc to changes in interest rates and prepayment rates, as there are practical limitations to our
ability to insulate the portfolio from all of the negative consequences associated with changes in
short-term interest rates while still seeking to provide an attractive net spread on our portfolio.

In addition, our returns have been and will continue to be affected by the credit performance of
our CMBS and Non-Agency RMBS investments, If credit losses on our investments or the loans
underlying our investments increase, it may have an adverse affect on our performance.

Hyperion Brookfield Crystal River is entitled to receive a base management fee that is based on
the amount of our equity (as defined in the management agreement), regardless of the performance of
our portfolio. Accordingly, the payment of our base management fee is not primarily dependent on our
profitability (except to the extent that our equity is affected) and may provide us with an incentive to
incur losses. We and our Manager have agreed that during 2008, we will pay our base management fee ‘
10 our Manager in shares of our common stock valued at the weighted average closing price during the |
last five trading days of the applicable fiscal quarter. |

QOur ability to maintain our dividends and grow our business is dependent on our ability to invest
our capital on a timely basis at yields which exceed our cost of capital. The primary market factor that
bears on this is credit spreads.

Generally speaking, compression of credit spreads can increase the unrealized gains on our current
investments and reduce our net investment income, but also reduce the yields available on potential
new investments, while widening credit spreads reduce the realized and unrealized gains on our current
investments (or cause realized and unrealized losscs) and can increase the net investment income
available on potential new investments.

During 2007, credit spreads widened. The widening of credit spreads and increasing interest rates
caused a significant increase in the net unrealized losses on our available for sale securities. Net
unrealized losses initially are recorded in accumulated other comprehensive loss. We periodically
evaluate our portfolio of available for sale securities for impairment and reclassify such unrealized
losses to impairments on available for sale securitics in our statement of operations when appropriale,
which in the second half of 2007 caused our book value per share to decrease. One of the key drivers
for the widening of credit spreads has been the recent disruption in the sub-prime mortgage lending
sector. Furthermore, this widening of credit spreads has spilled over to the CMBS sector as well as to
the financing market.

In addition to widcning credit spreads, the recent disruption in the sub-prime mortgage lending
sector has adverscly affected the market in which we operate in a number of other ways. For example,
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the market disruption has reduced the trading activity for many rcal estate securities, resulting in less
liquid markets for those securities. As the securities we hold arc marked to market at the end of each
quarter, the decreased liquidity and concern over market conditions have resulied in lower valuations
of substantially all of our CMBS, RMBS and preferred equity investments in the second half of 2007.
These lower valuations have affected us by, among other things, decreasing our net book value and in
contribuling to our decision to record other than temporary non-cash impairments (discussed below in
“.nCritical Accounting Policies—Valuation of MBS and ABS”). In addition, Standard & Poor’s and
Moody’s recently have issued a series of credit rating downgrades on various real estale securities.
While neither the number nor the amount of our securities that were downgraded was material, we and
other market participants may face additionai downgrades of our securities in the future. Through
March 10, 2008, 14 of the sub-prime RMBS that we owned at December 31, 2007, which bhad an
aggregate carrying value of $9.0 million at December 31, 2007, had becn downgraded below their
lowesl rating at December 31, 2007.

We do not currently know the full extent to which this recent disruption will affect us or the
markets in which we opcrate. If the disruption continues, we may experience continued tightening ot
liquidity, additional impairment charges and increascd margin requircments as well as challenges in
raising additional capital and obtaining investment financing on attractive terms. Future market
developments may continue to have a materially negative impact on our business or results of
operations. Based on our cash balances and available financing, we believe that we have sufficient
liquidity in the current market environment. Moreover, these developments may produce a number of
attractive investment opportunities o us in the future.

Trends

We believe the following trends may also affect our business:

Uncertain interest rate environment—We believe that the market disruption in the third and fourth
quarters of 2007 will have a dramatic cffect on the economy in the coming quarters. Weakness in the
residential real estate market and lending environment in general should result in a slowdown in the
economy. The Federal Reserve has reacted by easing Monetary Policy and the government is expected
to enact certain fiscal policies in an effort to increase consumer demand, all of which we believe should
help the economy avoid a prolonged recession.

With respect to our existing MBS portfolio, which is heavily concentrated in 3/1 and 5/1 hybrid
adjustable-rate Agency MBS, a decline in interest rates would benefit us by reducing our funding costs
but it might cause prepayments (o rise rapidly, in which case we then would be in the position of
having 1o reinvest at lower yields. On the other hand, interest rate increases could result in decreases in
our net investment income, as there is a timing mismatch between the reset dates on our MBS
portfolio and the maturities of the financing utilized for these investments. At the current prices, our
Agency MBS may be limited in price appreciation as interest rates fall, whereas the value of our
interest rate hedges may continue to decrease in value.

We currently have invested and intend o continue to invest in hybrid adjustable-rate Agency MBS
and Non-Agency RMBS that are based on morigages with periodic interest rate caps. The financing of
these MBS is short term in nature and does not include the benefit of an interest rate cap. This
mismatch could result in a decrease in our net investment income if rates increase sharply after the
initial fixed-rate period and our interest cost increases more than the interest ratc earned on our MES
due 1o the related interest rate caps. With respect to our existing and future floating rale investments,
we believe such interest rate increases could result in increases in our net investment income because
our floating rate assets are greater in amount than the related liabilities.

However, we would expect that our fixed-rate assets would decline in value in a rising interest rete
environment and our net interest spreads on fixed-rate assets could decline in a rising interest rate
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environment to the extent they are financed with floating rate debt. We have engaged in interest rate
swaps 10 hedge a portion of the risk associated with increases in interest rates and will continue to
actively monitor the relationship between funding costs and prepayments. However, because we do not
hedge 100% of the amount of short-term financing outstanding, increases in interest rates could result
in a decline in the value of our portfolio, net of hedges. Similarly, decreases in interest rates could
result in an increase in the value of our portfolio.

Liquidity—Managing liquidity has become a priority for our company. Whereas most of our assets,
such as the commercial real estate propertics and the assets held by our CDOs have been financed
with long-term liabilitics, some of our assets are financed short-term while they are in transition toward
longer-term financing solutions. These short-term financings typically are collateralized reverse
repurchase agreements. As assel values decline, margin calls from our financing counterparties place
demands on our cash and other liquidity sources. This can force us to sell assets and deleverage the
balance sheet, which could negatively impact carnings and negatively impact our ability to make
distributions to our stockholders.

Weakness of mortigage market—The sub-prime market has been severely affected by changes in the
lending landscape; for now and for the foresceable future, access to mortgages for sub-prime borrowers
has been substantially limited. This limitation on financing is expected to have an impact on all
mortgage loans that arc resetting and is expected to result in increased default rates. The severity of
the liquidity limitation was largely unanticipated by the markets. As well, the liquidity issues also affect
prime and alt-a Non-Agency lending, with mortgage rates remaining much higher and the origination of
many product types being completely curtailed. At the margin, this has an impact on new demand for
homes, which will compress the home ownership rates and weigh heavily on future home price
performance. There is a strong correlation between home price growth rates and mortgage loan
delinquencies. This comes in addition to the delinquency pressures in the sub-prime market resulting
from weaker underwriting, which put many sub-prime lenders out of business in 2006 and 2007. The
market deterioration has caused us to expect increased losses related to our holdings over time, but in
the immediate period, has resulted in a decline in the market values of our assets. We continually
monitor and adjust our cash flow assumptions in light of current and projected market conditions, and
we believe that results in an accurate representation of value on our balance sheet.

We believe that, at this time, the underlying losses in the sub-prime market have not fully
manifested themselves in the sccuritizations. Accordingly, there are a number of factors that can help
to mitigate issues before they fully impact the market. The government does have a number of
programs that it can utilize to help the conditions in the mortgage industry. Increasing the lending
capacity of Federal National Mortgage Association, Federal Home Loan Mortgage Corporation and
Government National Mortgage Association, expanding guidelines for government programs such as
FHA Sccure, enacting tax legislation for debt forgiveness, lowering of interest rates by the Federal
Reserve and Fiscal Stimulus are all programs that could dampen the issues that currently exist in the
morigage market. As of December 31, 2007, we had $52.7 million of exposure to sub-prime RMBS.

Structured finance transactions—The dislocations in the sub-prime market have rippled throughout
the structured finance markets, Despite continued positive fundamental performance, yield spreads on
CMBS and prime Non-Agency RMBS have widened dramatically during 2007, resulting in significant
negative mark to market adjustments to our assets. The issuance of CDOs, which has been a key
financing tool for us and our pecrs, has come to a halt, cutting off an attractive financing alternative
for the time being.

Downgrades of structured securities by the rating agencies are likely to continue through the first
half of 2008. Large-scale downgrades have the potential to cause another liquidity crisis similar to that
of July and August 2007, as the downgrades could trigger forced sales of MBS by structured investment
vehicles, or SIVs, and asset-backed commercial paper issucrs, or ABCPs.

63



Steepening yield curve—In rcaction to the distress in the markels, intcrest rates were lower across
the yield curve with rates for shorter maturities falling more than rates for longer maturity bonds. With
respect 1o our MBS portfolio, we believe that a steeper yield curve could result in an increase in our
net investment income, as the financing of our MBS investments is usually shorter in term than the
fixed-rate period of our MBS portfolio, which is heavily weighted toward 3/1 and 5/1 hybrid
adjustable-rate Agency MBS. Similarly, we believe that a flattening of the yield curve could result in a
decrease in our nct investment income. A flattening of the shape of the yield curve results in a smaller
gap between the rate we pay on the swaps and rate we receive. Furthcrmore, a flattening of the shape
of the yield curve could result in a decrease in our hedging costs because we pay a fixed rate and
receive a floating rate under the terms of our swap agrcements. Similarly, a steepening of the shape of
the yield curve could result in an increase in our hedging costs.

Spread widening and diminution of market value of available for sale securities—The credit crisis has
resulted in a decline in prices (spread widening) across many asset classes, including municipal bonds,
corporate bonds, Agency MBS, bank loans, RMBS and CMBS. Price declines in RMBS and CMBS
have been the most severe, in some cases falling by over 60% in value in the span of a few months.
The cause of the devaluations are twofold: first, in the RMBS market, the fundamentals have
deteriorated as increased delinquencies and foreclosures have plagucd the market, and second,
deleverageing of balance sheets have caused selling of securities which has put downward pressure on
prices. This decline in value impacts us in a number of ways. It impacts book value as our available for
sale securities are carried at fair value and the decline in values are reflected in our book values either
through the balance sheet in other comprehensive income, or through the income staiement as an
impairment of available for sale securitics. Lower valuations for our assets may cause our lenders to
initiate margin calls, which places demands on our liquidity facilities. Finally, lower values may be an
indication of deteriorating fundamentals and increased credit losses over and above that of our
underwriting,

Recently, the Agency MBS market has come under pressure from sales into the market of Agency
MBS serving as collateral due to increased margin requirements from dealers. This could require us to
post additional collateral and/or cash, which could adversely affect our liquidity. Fundamentally, we
believe the credit quality of Agency MBS arc implicitly backed by the U.S. Government, but we are
concerned about the poor technicals that could drive further selling pressure in the sector.

Prepayment rates—Typically, as interest rates fall, prepayment rates rise. However, this cycle could
be different as the decline in housing market activity could keep prepayment rates low. Prepayment
rates also may be affected by other factors, including, without limitation, conditions in the housing and
financial markets, general economic conditions and the relative interest rates on adjustable-rate and
fixed-rate mortgage loans. If prepayment rates increase, our current portfolio, which is heavily weighted
towards hybrid adjustable-rate mortgages, could cause decreases in our net investment income relating
to our MBS portfolio as we reinvest at lower yields.

Competition—We expect to face increased competition for our largeted investments. However, we
expect that the size and growth of the market for these investments will continue to provide us with a
varicty of investment opportunities. In addition, we believe that bank lenders will continue their
historical lending practices, requiring tow loan-to-value ratios and high debt service coverage ratios,
which will provide opportunities to lenders like us to provide corporate mezzanine financing.

For a discussion of additional risks rclating to our business, sce the risk factors disclosed under
Part I, “Item 1A. Risk Factors.”
Critical Accounting Policies

Our financial statements are prepared in accordance with U.S. GAAP. These accounting princip.cs
require us to make some complex and subjective decisions and assessments. These include fair market
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value of certain assets, amount and timing of credit losses, prepayment assumptions, and other items
that affect the reported amounts of certain assets and liabilities as of the date of the consolidated
financial statements and the reported amounts of certain revenues and expenses during the reporied
period. It is likely that changes in these estimates (e.g., market values change due to changes in supply
and demand, credit performance, prepayments, interest rates, or other reasons; yields change due to
changes in credit outlook and loan prepayments) will occur in the near future. Qur most critical
accounting policies involve decisions and assessments that could affect our reported assets and liabilities
as well as our reported revenues and expenses. We belicve that all of the decisions and assessments
upon which our financial statements are based were reasonable al the time made based upon
information available to us at that time. We rely on the experience of Hyperion Brookficld and Crystal
River’s management and its analysis of historical and current market data in order to arrive at what we
believe to be reasonable estimates. See Note 2 to our consolidated financial statements contained
elsewhere hercin for a complete discussion of our accounting policies. Our estimates are inherently
subjective in nature and actual results could differ from our estimates and differences may be material,
We have identified our most critical accounting policies (o be the following:

Investment Consolidation

For each investment we make, we evaluate the underlying entity that issued the sccurities we
acquired or to which we made a loan in order to determine the appropriate accounting. We refer 1o
guidance in Statement of Financial Accounting Standards (“SFAS™) No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities (“SFAS 140”), and FASB
Interpretation No. (FIN) 46R, Consolidation of Variable Interest Entities (“FIN 46R”), in performing our
analysis, FIN 46R addresses the application of Accounting Research Bulletin No. 51, Consolidated
Financial Statements, 1o certain entilies in which voting rights are not effective in identifying an investor
with a controlling financial interest. An entity is subject to consolidation under FIN 46R if the investors
either do not have sufficient equity at risk for the entity to finance its activities without additional
subordinated financial support, are unable 1o direct the entity’s activities, or are not exposed to the
entity’s losses or entitled to its residual returns (“variable interest entities” or “VIEs”). Variable
interest entities within the scope of FIN 46R are required to be consolidated by their primary
beneficiary. The primary beneficiary of a VIE is determined to be the party that absorbs a majority of
the VIE's expected losses, receives the majority of the VIE's expected returns, or both.

Our ownership of the subordinated classes of CMBS and RMBS from a single issuer may provide
us with the right to control the forcclosure/workout process on the underlying loans, which we refer 1o
as the Controlling Class CMBS and RMBS. There are certain exceptions to the scope of FIN 46R, one
of which provides that an investor that holds a variable interest in a qualifying special-purpose entity
(“QSPE”) is not required o consolidate that entity unless the investor has the unilateral ability to
cause the entity to liguidate. SFAS 140 scts forth the requirements for an entity to qualify as a QSPE.
To maintain the QSPE exception, the special-purpose entity must initially meet the QSPE criteria and
must continue to satisfy such criteria in subscquent periods. A special-purpose entity’s QSPE status can
be impacted in future periods by activities undertaken by its transferor(s) or other involved parties,
including the manner in which certain servicing activitics are performed. To the extent that our CMBS
or RMBS investments were issued by a special-purpose entity that meets the QSPE requirements, we
record those investments al the purchase price paid. To the extent the underlying special-purpose
entities do not satisty the QSPE requirements, we follow the guidance set forth in FIN 46R as the
special-purpose entities would be determined 1o be VIEs,

We have analyzed the pooling and servicing agreements governing each of our Controlling Class
CMBS and RMBS investments and we believe that the terms of those agreements are industry standard
and are consistent with the QSPE criteria. However, there is uncertainty with respect to QSPE
treatment for those special-purpose entities due to ongoing review by regulators and accounting
standard sctiers (including the project of the Financial Accounting Standards Board (“FASB”) to
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amend SFAS 140 and the recently added FASB project on servicer discretion in a QSPE), potential
actions by various parties involved with the QSPE (discussed in the paragraph above) and varying and
evolving interpretations of the QSPE criteria under SFAS 140. We also have evaluated cach of our
Controlling Class CMBS and RMBS investments for which we own a greater than 50% interest in the
subordinated class as if the special-purpose entities that issued such securities are not QSPEs. Using
the fair value approach to calculate expected losses or residual returns, we have concluded that we
would not be the primary beneficiary of any of the underlying special-purpose entities. Additionally, the
standard sctters continue to review the FIN 46R provisions related to the computations used to
determine the primary beneficiary of VIEs, Future guidance from regulators and standard setters may
require us 1o consolidate the special-purpose entities that issued the CMBS and RMBS in which we
have invested as described in the section titled “Variable Interest Entitics” in Note 2 to our
consolidated financial statements included elsewhere herein.

Our maximum exposure to loss as a result of our investment in these QSPEs totaled $162.0' million
as of December 31, 2007,

Revenue Recognition

The most significant source of our revenue comes from interest income on our securities and loan
investments. Interest income on loans and securitics investments is recognized over the life of the
investment using the effective interest method. Mortgage loans will generally be originated or
purchased at or near par value and interest income will be recognized based on the contractual terms
of the debt instrument. Any loan fees or acquisition costs on originated loans will be deferred and
recognized over the term of the loan as an adjustment to the yield. Interest income on MBS is
recognized on the effective interest method as required by Emerging Issues Task Force (“EITF”) 99-20,
Recognition of Interest Income and Impairment on Purchased and Retained Beneficial Interests in
Securitized Financial Assets (“EITF 99-20”). Under EITF 99-20, management estimates, at the time of
purchase, the future expected cash flows and determines the cffective interest rate based on these
estimated cash flows and our purchase prices. Subsequent to the purchase and on a quarterly basis,
these estimated cash flows are updated and a revised yield is calculated based on the current amortized
cost of the investment. In estimating thesc cash flows, there are a number of assumptions that are
subject (o uncertainties and contingencies. These include the rate and timing of principal payments
(including prepayments, repurchases, defaults and liquidations), the pass through or coupon rate and
interest rate fluctuations. In addition, interest payment shortfalls have 10 be estimated due to
delinquencies on the underlying mortgage loans and the timing and magnitude of credit losses on the
mortgage loans underlying the securitics. These uncertainties and contingencies are difficult to predict
and are subject to future events that may affect management’s estimates and our interest income.
When current period cash flow estimates are lower than the previous period and fair value is less than
an assel’s carrying value, we will write down the asset to fair market value and record an impairment
charge in current period earnings.

Through its extensive experience in investing in MBS, Hyperion Brookfield has developed models
based on historical data in order to estimate the lifctime prepayment speeds and lifetime credit losses
for pools of mortgage loans. The models are based primarily on loan characteristics, such as
loan-to-value ratios (“LTV"™), borrower credit scores, loan type, loan rate, property type, elc., and also
include other qualitative faciors such as the loan originator and servicer. Once the models have been
used to project the base case prepayment speeds and to project the base case cumulative loss, those
outputs are used to create yield estimates and to project cash flows.

Because mortgage assets amortize over long periods of time (i.e., 25 to 30 ycars in the case of
RMBS assets or 10 years in the case of CMBS asscts), the expected lifetime prepayment experience
and the cxpected lifetime credit losses projected by the models are subject to modification in light of
actual experience assessed from time to time. For each of the purchased mortgage pools, our Manager
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tracks the actual monthly prepayment experience and the monthly loss experience, if any. To the extent
that the actual performance trend over a 6-12 month period of time does not reasonably approximate
the expected lifetime trend, in consideration of the seasoning of the asset, our Manager may make
adjustments to the assumptions and revise yvield estimates and projected cash flows.

The following hypothelical example reflects the impact of a change in the historical prepayment
experience:

Assumptions:

Price = 101.75% of par
Current Face = $1,000,000
Investment at cost = $1,017,500

Annual Percent
Constant Prepayment Rate Yield Income Difference
6% . . o e 5.54% $57,129.30 14%
15% . . o 5.09% $52,481.09 5%
0% . ... 4.85% $49,978.37 0%
Q0% . oo 3.97% $40,754.16 (18)%
60% . . . 3.06% $31,394.35 (3N%

We have retained substantially all of the risks and benefits of ownership of our rental properties
and therefore we account for leascs with our tenants as operating leases. The total amount of
contractual rent that we receive from operating leases is recognized on a straight-line basis over the
term of the lease; and a straight-line or free rent receivable, as applicable, is recorded for the
difference between the rental revenue recorded and the contractual amount received. In addition to
base rent, the tenants in our commercial real estate propertics also pay substantially all operating costs.

Expense reimbursement income arising from tenant leases which provide for the recovery of all or
a portion of the operating expenses and real estate expenses of the respective property is accrued in
the same period as the related expenses are incurred. These recoverable expenses are included in
expenses as commercial real estate expenses.

Income arising from the operation of parking garages is recognized when the parking spaces are
occupied. Expenses related to the operation of parking garages are included in expenses as commercial
real estate expenses.

Loan Loss Provisions

We purchase and originate mezzanine loans and commercial mortgage loans to be held as
long-lerm investments. We cvaluate cach of these loans for possible impairment on a quarterly basis.
Impairment occurs when it is deemed probable that we will not be able to collect all amounts due
according to the contractual terms of the loan. Upon determination of impairment, we will establish a
reserve for loan losses and a corresponding charge to carnings through the provision for loan losses.
Significant judgments are required in determining impairment, which include assumptions regarding the
value of the real estate or partnership interests that secure the mortgage loans.

Valuations of MBS and ABS

Our MBS and ABS have fair values as determined with reference to price estimates provided by
independent pricing services and dealers in the securities. Different judgments and assumptions used in
pricing could result in different estimates of value.

67



When the fair value of an available-for-sale security is less than its amortized cost for an extended
period, we consider whether there is an other than temporary impairment in the value of the security.
[f, in our judgment, an other than temporary impairment exists, the cost basis of the security is written
down 1o the then-current fair value, and the unrealized loss is transferred from accumulated other
comprehensive loss as an immediate reduction of current earnings (as if the loss had been realized in
the period of other than temporary impairment). The determination of other than temporary
impairment is a subjective process, and different judgments and assumptions could affect the timing of
loss realization.

We consider the following factors when determining an other than temporary impairment for a
security or investment:

* The length of time and the extent o which the market value has been less than the amortized
cost;

* The underlying fundamentals of the relevant market and the outlook for such market for the
near future; and

» Qur intent 10 hold the security for a period of time sufficient to allow for any anticipated
recovery in markel value.

Periodically, all available for sale securities are evaluated for other than temporary impairment in
accordance with SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities
(“SFAS 1157), Emerging Issucs Task Force No. 99-20, Recognition of Interest Income and Impairment on
Purchased and Retained Beneficial Interest in Securitized Financial Assets (“EITF 99-207) and SEC Staff
Accounting Bulletin No. 59, which has been codified as SAB Topic 5.M, Other Than Temporary
Impairment of Centain Investments in Debt and Equity Securities (“SAB 597). An impairment that is an
“other than temporary impairment” is a decline in the fair value of an investment below its amortized
cost attributable to factors that indicate the decline will not be recovered over the investment’s
remaining life. Other than temporary impairments result in reducing the security’s carrying value 10 its
fair value through the statement of operations, which also creates a new carrying value for the
investment. We compute a revised yield based on the future estimated cash flows as described in
“__Revenue Recognition” above. Significant judgments are required in determining impairment, which
include making assumptions regarding the estimated prepayments, loss assumptions and the changes in
interest rates.

The determination of other than temporary impairment is made at least quarterly. if we determine
an impairment 1o be other than temporary we will need to realize a loss that would have an impact on
future income. Under the guidance provided by SFAS 115, a security is impaired when its fair value is
less than its amortized cost and we do not intend to hold that security uatil we recover its amortized
cost or until its maturity. For the year ended December 31, 2007, we identified 59 Agency MBS and
nine CMBS that were determined to be impaired under the guidance provided by SFAS 115-1 because
we no longer have the intent to hold these securities until they recover their value or until maturity and
accordingly, have designated them for possible sale. In connection with the impairment of these
68 securitics, we recorded impairment charges of $19.7 million in our statement of operations that was
other than temporary. In addition, we recorded an impairment charge on 22 RMBS and seven CMBS
under EITF 99-20 totaling $70.6 million for the year ended December 31, 2007. We determined these
securities to be impaired under EITF 99-20 because of the decline in the projected yiclds related to
changes in the cash flow assumptions, such as timing and prepayments, on the underlying assets. Under
the accounting rules of SAB 59, we recognized impairments totaling $227.6 million on 108 RMBS,

115 CMBS and two preferred stock investments. These impairments are attributed to other than
temporary declines in market values and are primarily a consequence of wider spreads affecting market
values of the securities. As of December 31, 2007, we still owned 279 of these impaired securities.
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Valuations of CDO Assets and Liabilities

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities (**SFAS 159”). SFAS 159 permits entities to choose to measure many financial
instruments and certain other items at fair value to improve financial reporting by providing entities
with the opportunity to mitigate volatility in reported earnings caused by measuring related assets and
liabilities differently without having to apply complex hedge accounting provisions. SFAS 159 also
establishes presentation and disclosure requirements designed to facilitate comparisons between entities
that choose different measurement attributes for similar types of assets and liabilities. SFAS 159 is
effective for financial statements issued for fiscal periods beginning after November 15, 2007. SFAS 159
will be effective for us beginning January 1, 2008, and will have the following effect at adoption (dollars
in thousands):

Historical Cumulative
December 31, Al date ol effect
2007 adoption adjustment
Collateralized debt obligations (“CDOs™) . ... $486,608  $299,034  $187574
Deferred financing costs on CDOQs, net of
accumulated amortization ... .. ... ... ... 8,152 —_— (8,152)
Net unrealized holding gains on available for
sale securitics within our CDO entitics
reclassified to declared dividends in excess
of operations . ........ ... .. . L. 1,670
Total cumulative effect adjustment . . .. . ... $181,092

In addition, we have $290.9 million of notional interest rale positions retating to our CDOs that no
longer qualify for hedge accounting at the date of adoption. Subsequent changes in fair value and net
cash settlements prospectively will be recorded in our statement of operations.

Commercial Real Estate

Commercial properties held for investment are carried at cost less accumulated depreciation. In
accordance with SFAS No. 141, Business Combinations, upon acquisition, we allocate the purchase price
to the components of the commercial properties acquired: the amount allocated to land is based on its
estimated fair value; buildings and existing tenant improvements are recorded at depreciated
replacement cost; above- and below-market in-place operating leases are determined based on the
present value of the differcnce between the rents payable under the contractual terms of the leases and
estimated markel rents; lease origination costs for in-place operating leases are determined based on
the estimated costs that would be incurred to pul the existing leases in place under the same terms and
conditions; and tenant relationships are measured based on the present value of the estimated avoided
net costs if a tenant were to renew its lease al expiry, discounied by the probability of such renewal.
Based on these estimates, we allocate the initial purchase price to the applicable assets and liabilities.
As final information regarding fair value of the assets acquired and liabilities assumed is received and
estimates are refined, appropriate adjustments arc made to the purchase price allocation. The
allocations are finalized within twelve months of the acquisition date. '

Depreciation on buildings is provided on a straight-line basis over the useful lives of the properties
to a maximum of 40 years. Depreciation is determined with reference to each renlal property’s carried
value, remaining estimated useful life and residual value. Acquired tenant improvements, above- and
below-market in-place operating leases and lease origination costs are amortized on a straight-line basis
over the remaining terms of the leases. The value associated with acquired tenant relationships is
amortized on a straight-line basis over the expected term of the relationships. All other tenant
improvements and re-leasing costs are deferred and amortized on a straight-line basis over the terms of
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the leases to which they relate. Depreciation on buildings and amortization of deferred leasing costs
and tenant improvements that are determined to be assets of the company are recorded in depreciation
and amortization cxpense. All above- and below-market tenant leases and tenant relationships are
amortized to revenue. Above- and below-market ground leases are amortized to commercial real estate
expenses.

Propertics are reviewed for impairment whenever events or changes in circumstances indicate the
carrying value may not be recoverable. For commercial properties, an impairment loss is recognized
when a property’s carrying value exceeds its undiscounted future net cash flow. The impairment is
measured as the amount by which the carrying value exceeds the estimated fair value. Projections of
future cash flow take into account the specific business plan for each property and management’s best
estimate of the most probable set of economic conditions anticipated to prevail in the market.

We assess fair value based on estimated cash flow projections that utilize appropriate discount znd
capitalization rates and available market information. Estimates of future cash flows are based on a
number of factors including the historical operating results, known trends, and market/economic
conditions that may affect the property. Application of these assumptions requires the exercise of
judgment as to future uncertainties and, as a result, actual results could differ from these estimates.

Accounting For Derivative Financial Instruments and Hedging Activities

Our policics permit us to enter into derivative coantracts, including interest rate swaps, currency
swaps, interest rate caps and interest rate swap forwards, as a means of mitigaling our interest rate risk
on forecasted interest expense associated with the benchmark rate on forecasted rollover/reissuance of
repurchase agreements, or hedged items, for a specified future time period. We currently intend to use
interest rate derivative instruments 1o mitigate interest rate risk rather than o enhance returns.

In the normal course of business, we use a varicly of derivative instruments to manage, or hedge,
interest rate risk. We require that hedging derivative instruments be effective in reducing the interest
rate risk exposure that they are designated to hedge. This effectiveness is essential for qualifying for
hedge accounting. Some derivative instruments are associated with an anticipated transaction. In those
cases, hedge effectiveness crileria also require that it be probable that the underlying transaction
occurs. Instruments that mect these hedging criteria are formally designated as hedges at the inception
of the derivative contract.

To determine the fair value of derivative instruments, we use a variety of methods and assumptions
that are based on market conditions and risks existing at each balance sheet date. For the majority of
financial instruments including most derivatives, long-term investments and long-term debt, standard
market conventions and techniques such as discounted cash flow analysis, option-pricing models,
replacement cost, and termination cost are used to determine fair value. All methods of assessing fair
value result in a general approximation of value, and such value may never actually be realized.

In the normal course of business, we are exposed to the effect of interest rate changes and limit
these risks by following established risk management policies and procedures including the use of
derivatives. To address exposure Lo interest rates, we use derivatives primarily to hedge the
mark-to-market risk of our liabilitics with respect to certain of our asscts.

SFAS 133, Accounting for Derivative Instruments and Hedging Activities, as amended by FASB
No. 149, requires us to recognize all derivatives on the balance sheet at fair value. Derivatives that zare
“not hedges must be adjusted to fair value through income. If a derivative is a hedge, depending on the
nature of the hedge, changes in the fair value of the derivative will either be offset against the change
in fair value of the hedged asset, liability, or firm commitment through earnings, or recognized in other
comprehensive income until the hedged item is recognized in earnings. The ineffective portion of a
derivative’s change in fair value will be immediately recognized in earnings. SFAS 133 may increase or
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decrease reported net income and stockholders’ equity prospectively, depending on future changes in
fair value.

At December 31, 2007, we were a party to 19 interest rate swaps and caps with a notional par
value of approximately $1,079.3 million; the fair value of our net liability relating Lo interest rale swaps
and caps was approximately $24.3 million, which is included in our derivative assets and derivative
liabilities, and we had acerued intercst payable of approximalely $4.1 million on our interest rate swaps
and caps at such date. We entered into these interest rate swaps and caps to seck to mitigale our
interest rate risk for the specificd future time period, which is defined as the term of the swap and cap
contracts. Based upon the market value of these interest rate swap and cap contracts, our
counterparties may request additional margin collateral or we may request additional collateral from
our counterparties to ensure that an appropriate margin account balance is maintained at all times
through the expiration of the contracts.

During the third quarter of 2007, we sold two investments denominated in foreign currencies, and
we terminated the corresponding currency swaps for a realized and unrealized loss of $5.1 million. As
of December 31, 2007, we did not have any currency swaps included in our derivative balances.

As of December 31, 2007, we had eight credit default swaps (“CDS”) with a notional par value of
$75.0 million that are reflected on our balance sheet as a derivative liability at their fair value of
approximately $32.9 million. The fair vaiue of the CDS depends on a number of factors, primarily
premium levels, which are dependent on interest rate spreads. The CDS contracts are valued either by
an independent third party pricing service or by using internally developed and tested market-standard
pricing models that calculate the net present value of differences between future premiums on currently
quoted market CDS and the contractual future premiums on our CDS contracts. During the year
ended December 31, 2007, we closed out four CDS on single names in an aggregate notional amount
of $35.0 million, with a realized loss of approximately $7.4 million, and nine CDS on the CMBX in an
aggregate notional amount of $135.0 million, with a realized loss of approximatcly $32.6 million.

The components of our derivative assets and derivative liabilities relating to CDS as of
December 31, 2007 and 2006 arc as follows:

December 31, 2007 December 31, 2006
Assets  Liabilities Assets Liabilities

{In thousands)

Single mames . ......... ... . ... 0. $ — $£32908 33,305 5 —
CMBX . — — — —
ABX .. — — —_ —
Total ... $—  $32908 $3305 $ —

We account for derivative and hedging activities in accordance with SFAS No. 133, Accounting for
Denivative Instruments and Hedging Activities, as amended (“SFAS 1337). SFAS 133 requires recognizing
all derivative instruments as cither assets or liabilities in the balance sheet at fair value. The accounting
for changes in fair value (Le., gains or losses) of a derivative instrument depends on whether it has
been designated and qualifics as part of a hedging relationship and further, on the type of hedging
relationship. For those derivative instruments that are designated and qualify as hedging instruments,
we must designate the hedging instrument, based upon the exposure being hedged, as a fair value
hedge, cash flow hedge or a hedge of a net investment in a foreign operation. We have no fair value
hedges or hedges of a net investment in foreign operations.

For derivative instruments that are designated and qualify as a cash flow hedge (i.e., hedging the
exposure 1o variability in expected future cash flows that is attributable to a particular risk), the
effective portion of the gain or loss on the derivative instrument is reported as a component of other
comprehensive income and reclassified into carnings in the same line item associated with the
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forecasted transaction in the same period or periods during which the hedged transaction affects
earnings (for example, in “interest expense” when the hedged transactions are interest cash flows
associated with floating-rate debt). The remaining gain (loss) on the derivative instrument in excess of
the cumulative changes in the present value of future cash flows of the hedged item, if any, is
recognized in the realized and unrealized gain (loss) on derivatives in current earnings during the
period of change. For derivative instruments not designated as hedging instruments, the gain or loss is
recognized in realized and unrealized gain (loss) on derivatives in the current carnings during the
period of change. Income and/or expense from interest rate swaps are recognized as a net adjustment
to interest expense. We account for income and expense from interest rate swaps on an accrual basis
over the period to which the payment and/or receipt relates.

Use of Estimates

The preparation of financial statements in conformity with U.S. GAAP requires us to make a
significant number of estimates in the preparation of the financial statements. These estimates include
determining the fair market value of certain investments and derivative liabilities, amount and timing of
credit losscs, prepayment assumptions, allocation of purchase price to tangible and intangible assets on
property acquisitions, and other items that affect the reported amounts of certain assets and liabilities
as of the date of the consolidated financial statements and the reported amounts of certain revenues
and expenses during the reported period. It is likely that changes in these estimates (e.g., markel values
change due 10 changes in supply and demand, credit performance, prepayments, interest rates, or other
reasons; yiclds change due to changes in credit outlook and loan prepayments) will occur in the near
future. Our estimates are inherently subjective in nature and actual results could differ from our
estimates and differences may be malerial.

Share-Based Payments

We account for share-based compensation issued to members of our board of directors, our
Manager and certain of our senior executives using the fair value based methodology in accordance
with SFAS No. 123R, Accounting for Stock Based Compensation (“SFAS 123R”). We do not have any
employees, although we believe that members of our board of directors are deemed to be employees
for purposes of interpreting and applying accounting principles relating to share-based compensation.
We record as compensation costs the restricted common stock that we issued to members of our board
of directors at fair value as of the grant date and we amortize the cost into expense over the appliceble
vesting period using the straight-line method. We recorded compensation costs for restricted common
stock and common stock options that we issued to our Manager and that were reallocated to
employees of our Manager and its affiliates that provide services to us at fair value as of the grant clate
and we remeasure the amount on subsequent reporting dates to the extent that the restricted common
stock and/or common stock options are unvested. Prior to our initial public offering and listing on the
New York Stock Exchange, unvested restricted stock was valued using appraised value, and subsequent
to our initial public offering and listing, we used the closing price as reported on the New York Stock
Exchange. Unvested common stock options are valued using a Binomial pricing model and assumptions
based on observable market data for comparable companies. The assumptions we use in determining
share-based compensation, including expected stock price volatility, dividend yield, risk free interest
rate and the expected life of the options, are subject to judgments and the results of our operations
would change if different assumptions were utilized. We amortize compensation expense related to the
restricted common stock and common stock options that we granted to our Manager using the graded
vesting attribution method in accordance with SFAS 123R.

Because we remeasure the amount of compensation costs associated with the unvested restricted
common stock and unvested common stock options that we issued to our Manager and certain of our
senior executives as of each reporting period, our share-based compensation expense rcported in our
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statements of operations will change based on the fair value of our common stock and this may result
in earnings volatility.

Income Taxes

We operate in a manner that we believe will allow us to be taxed as a REIT and, as a result, we
do not expect 10 pay substantial corporate-level income taxes. Many of the requirements for REIT
qualification, however, are highly technical and complex. If we were to fail to meet these requirements
and do not qualify for certain statutory relief provisions, we would be subject to federal income tax,
which could have a material adverse impact on our results of operations and amounts available for
distributions 10 our stockholders. In addition, Crystal River TRS Holdings, Inc., our TRS, is subject to
corporate-level income taxes.

Our policy for interest and penalties on material uncertain tax positions recognized in our
consolidated financial statements is to classify these as interest expense and operating expense,
respectively. However, in accordance with Financial Interpretation Number 48, Accounting for
Uncertainty in Income Taxes (FIN 48), we assessed our tax positions for all open tax years (Federal,
years 2005 1o 2006 and State, years 2005 to 2006) as of December 31, 2007 and concluded that we have
no material FIN 48 liabilities to be recognized at this time.

Financial Condition

All of our assels at December 31, 2007 were acquired with the net proceeds of approximately
$405.6 million from our March 2005 private offering of 17,400,000 shares of our common stock, the net
proceeds of approximately $158.6 million from our August 2006 initial public offering of 7,500,000
shares of our common stock, the net proceeds of approximately $48.6 million from our March 2007
issuance of trust preferred securities and our use of leverage.

Mortgage-Backed Securities

Some of our mortgage investment strategy involves buying higher coupon, higher premium dollar
priced bonds, which takes on more prepayment risk (particularly call or prepayment risk) than lower
dollar-priced strategics. However, we believe that the potential benefits of this strategy include higher
income, wider spreads, and lower hedging costs due to the shorter option-adjusted duration of the
higher coupon security.

The table below summarizes our MBS investments at December 31, 2007;

CMBS Agency MBS RMBS
(In thousands)

Amortized COSE . ... . L. $398,797 $1,238,769 $166,301
Unrealized gains .. ...................... 613 7,975 1,621
Unrealized losses . .. ..................... — (62) —_
Fairvalue ... ... ... . ... ... ... ... .. ... $399,410 31,246,682 $168,422

As of December 31, 2007, the CMBS, Agency MBS and RMBS in our portfolic purchased at a net
premium or discount (o their par value and our portfolio had a weighted average amortized cost of
47.9%, 100.5% and 46.1% of face amount, respectively. The CMBS and RMBS were valued below par
at December 31, 2007 because we are investing in lower-rated bonds in the credit structure. Certain of
the securities held at December 31, 2007 are valued below cost. Other than securities with respect to
which impairments have been recorded, we do not belicve any such securities are other than
temporarily impaired at December 31, 2007.
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Our MBS holdings were as follows at December 31, 2007:

Weighted Average

Estimated Percent of Market Constant
Asset Total Months to  Yield to  Prepayment
Value(1) Investments Coupon Reset(2) Maturity(3) Rate[d)

(In thousands)

CMBS:
Investment grade CMBS . ......... $ 182227 8.1% 584% —_— 11.57% —
Below investment grade CMBS .. ... 217,183 96 5.03 — 18.95 -—
Total CMBS ... ... ........ ..., $ 399410 17.7% 529 — 15.58 —
Agency MBS:
3/1 hybrid adjustable rate .. ... ... $ 252,874 11.2% 53% 17.21 5.14 36.87%
5/1 hybrid adjustable rate .. . ... .. 993,808 44.0 5.68 41.18 4.93 37.34
Total Agency MBS ... ....... ..., $1,246,682 552% 562 3630 4.98 37.24

Non-Agency RMBS:
Non-Agency Prime MBS:

Subordinate investment grade . .. .. § 13,657 0.6% 553 4517 10.99 27.03

Below investment grade ... ... ... 102,064 45 6.88  12.60 45.60 26.40

Total Non-Agency Prime MBS . . .. 115,721 5.1 6.79  14.88 41.51 26.44
Non-Agency Sub-prime MBS:

Investment grade . ... .......... 18,983 0.8 6.79 4.17 125.15 32.01

Below investment grade . ........ 33,718 15 7.63 0.45 157.48 3175

Total Non-Agency Sub-prime MBS . 52,701 23 7.13 2.65 145.84 31N
Total Non-Agency RMBS. . . ....... $ 168,422 74% 692  10.17 74.16 28.55

(1) All securities listed in this chart are carried at their estimated fair value.
(2) Represents number of months before conversion to floating rate.
(3) Non-loss adjusted yield

(4) Represents the estimated percentage of principal that will be prepaid over the next 12 months
based on historical principal paydowns.

The estimated weighted average lives of the MBS in the tables above are based upon our
prepayment expectations, which are based on both proprietary and subscription-based financial moclels.

Our prepayment projections consider current and expected trends in interest rates, interest rale
volatility, steepness of the yield curve, the mortgage rate of the outstanding loan, time to reset and the
spread margin of the reset.
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The table below summarizes the credit ratings of our MBS investments at December 31, 2007:

CMBS Agency MBS RMBS Total
(In thousands)
AAA $ —  $1,246,682 § — 51,246,682
AA — —_ — —
A e — — — —
BBB....... ... ... ... ... ... 182,227 — 32,640 214,867
BB ... ... 99,817 — 54,586 154,403
B .. 62,112 — 65,151 127,263
CCC .. 5,130 — 800 5,930
CC. ., — — - —
Co — — 1,519 1,519
Notrated .. .................. 50,124 — 13,726 63,850
Total ........ ... ... .......... $399,410 $1,246,682 §$168,422 $1,814,514

Actual maturitics of MBS are generally shorter than stated contractual maturities, as they are
affected by the contractual lives of the underlying mortgages, periodic payments of principal, and
prepayments of principal. The stated contractual final maturity of the mortgage loans underlying our
porifolio of MBS ranges up to 30 years, but the expected maturity is subject to change based on the
prepayments of the underlying loans. As of December 31, 2007, the average final contractual maturity
of the mortgage portfolio is 2036.

The constant prepayment rate, or CPR, attempts to predict the percentage of principal that will be
prepaid over the next 12 months based on historical principal paydowns. As interest rates rise, the rate
of refinancings typically declines, which we believe may result in lower rates of prepayment and, as a
result, a lower portfolio CPR.

As of December 31, 2007, some of the mortgages underlying our Agency MBS had fixed interest
rates for the weighted average lives of approximately 36.3 months, after which time the interest rates
reset and become adjustable. The average length of time until contractual maturity of those mortgages
as of December 31, 2007 was 28.5 years.

After the reset date, interest rates on our hybrid adjustabie-rate Agency MBS float based on
spreads over various LIBOR and Treasury indices. These interest rates are subject to caps that limit the
amount the applicable interest rate can increase during any year, known as an annual cap, and through
the maturity of the applicable security, known as a lifetime cap. The weighted average annual cap for
the portfolio is an increase of 1.91%; the weighted average maximum increases and decreases for the
porifolio are 6.12%. Additionally, the weighted average maximum increases and decreases for Agency
hybrid MBS in the first year that the rates are adjustable are 4.11%.

The following table summarizes our CMBS, Agency MBS and RMBS according to their estimated
weighted average life classifications as of December 31, 2007:

CMBS Agency MBS RMBS
Amortized Amaortized Amortized
Weighted Average Lile Fair Value Cost Fair Value Cost Fair Value Cost
{In thousands)
Less than one year . ......... $ — 3 — § — 3 — §$ 14933 § 14,400
Greater than one year and less
than five years. .. ......... 2,058 2,058 1,246,682 1,238,769 109,198 108,505
Greater than five years ... .. .. 397,352 396,739 — — 44,291 43,896
Total................... $399,410 $398,797 $1,246,682 $1,238,769 $168,422 $166,801
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The estimated weighted-average lives of the MBS in the tables above are bascd upon prepayment
models obtained through subscription-based financial information service providers. The prepayment
model considers current yield, forward yield, steepness of the yield curve, current mortgage rates, the
mortgage rate of the outstanding loan, loan age, margin and volatility.

The actual weighted average lives of the MBS in our investment portfolio could be longer or
shorter than the estimates in the table above depending on the actual prepayment rates experienced
over the lives of the applicable securitics and are sensitive to changes in both prepayment rates and
interest rates.

Equity Securities

Our investment policies allow us to acquire equity securitics, including common and preferred
shares issued by other real estate investment trusts. At December 31, 2007, we held two investments in
equity securities, totaling $0.7 million. These investments are classified as available for sale and thus
carried at fair value on our balance sheet with changes in fair value recognized in accumulated other
comprehensive income until realized or determined to be other than temporarily impaired.

Changes in Carrying Value of Available for Sale Securities

The following sets forth information regarding the changes in the carrying value of our available:
for sale securitics during the year ended December 31, 2007:

Activity During Year Ended December 31, 2007

December 31, Temporary December 31,
2006 Net Discount/ Mark-10- 2007
Estimated  Purchases/ Principal (Premium) Market Estimated
Security Description Fair Value (Sales) Paydowns Amortization Impairments Adjustments Fair Value
{In millions)
CMBS ............... ¥ 4726 $ 993 § (L1) $ 60 $(174.9) $(2.5) $ 3994
Agency MBS . . ... ... ... 2,5321 (931.5) (353.9) (3.9) (10.6) 14.5 1,246.7
Non-Agency RMBS ... ... 287.2 208 (23.2) 16.5 (128.7) {4.2) 168.4
ABS ... ... L. 46.1 (34.8) (10.8) 09 — {1.4) -—
Preferred stock . ........ 4.6 _— — — 3.7 (0.2) 0.7
Total ................ $33426 $(846.2) $(389.0) $19.5 $(317.9) $ 6.2 $1,815.2

The following sets forth information regarding the changes in the carrying value of our available
for sale securities during the year ended December 31, 2006:

Activity During Year Ended December 31, 2006

December 31, Temporary December 31,
2005 Net Discount/ Mark-to- 2006
Estimated  Purchases/ Principal (Premium) Market Estimated
Security Description Fair Value (Sales)  Paydowns Amortization Impairments Adjustments Fair Value
(In millions)
CMBS ............... $ 2063 $ 2619 $ — $27 S (4.2) $59 $ 4726
Agency MBS .. ... ... ... 1,663.5 13345 (466.6) (3.3) (3.0) 7.0 2,532.1
Non-Agency RMBS ... ... 5127 (191.4) (54.7 9.7 (3.2) 14.1 287.2
ABS .. ... ... 54.5 (2.9) (6.9) 0.9 — 0.5 46.1
Preferred stock .. ....... 2.2 25 — — — (0.1} 4.6
Total ................ $2,439.2 $1,4046 $(528.2) $10.0 $(10.4) $274 $3,342.§
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Real Estate Loans

At December 31, 2007, our real estate loans are reported at their amortized cost of $170.8 million.
These investments are periodically reviewed for impairment. As of December 31, 2007, we recorded a
loan loss reserve on one of our real estate loans.

In 2005, we originated a $9.5 million mezzanine construction loan to develop luxury residential
condominiums in Portland, Oregon. In September 2007, we entered into an agreement with the borrower
and the scnior lender to increase both the mezzanine construction loan and the senior loan that requires
additional capital contributions from the project cquity holder to cover the remaining costs 1o complete the
project. The mezzanine construction loan bears interest at an annual rate of 16% and had a maturity date
of November 2007, which was subsequently extended until May 2008. Under the amended agreement
governing the terms of the loan, interest on the loan was paid in cash through March 2006, was capitalized
through Scptember 2007, and will be paid in cash through May 2008. We advanced an additional
$5.7 million, including capitalized interest of $1.1 million during the year ended December 31, 2007.

The financing structures that we offer 1o the borrowers on certain of our real estate loans involve the
creation of cntities that could be deemed VIEs and therefore, could be subject to FIN 46R. The September
2007 agrecement to provide additional financing discussed above triggered a reconsideration event under
FIN 46R. This loan was determined to be a VIE; however, we concluded that we are not the primary
beneficiary. For additional information, please see Note 4 to our consolidated financial statements. QOur
management has evaluated the remainder of our real estate loans and has concluded that none of the
remaining rcal cstate loans are VIEs that are subject to the consolidation rules of FIN 46R.

Currently, the projected total costs to complete the project have increased from $41.4 million to
$59.4 million, including capitalized interest. As of December 31, 2007, of the 70 units available, 47 units
have been sold.

We have evaluated the financial merits of the project by reviewing the projected unit sales and
estimated construction costs and evaluating other collateral available to us (and the expected cost of
realizing any recovery on that collateral) under the terms of the loan. We believe that il is probable
that we will not recover the entire loan balance, including the capitalized interest, through the
satisfaction of future cash flows from sales and other available collateral. Accordingly, based on our
analysis, we have recorded provision for loan loss of $4.5 million related to this loan during the year
ended December 31, 2007, We will continue to monitor the status of this loan. However, housing
prices, in particular condominium prices, may fall, unit sales may lag projections and construction costs
may increase, all of which may increase the risk of recovery on our loan. No assurance can be given
that we will not be required to record additional loan loss reserves with respect (o this loan in the
future depending on the borrower’s ability to complete the project without additional cost overruns. In
the event that we determine that it is probable that we will not be able to recover the current carrying
value of this loan, additional loan loss reserves would be recorded.

Commercial Real Esiate

At December 31, 2007, our commercial real estate is reported at cost of approximalely
$239.5 million, net of accumulated depreciation of approximately $4.7 million.

The table below summarizes our commercial rcal estate investments at December 31, 2007:

Office Total
(In thousands)
Land. ..o $ 17428 § 17,428
Building and improvements . ...... ... ... ... .. . 222045 222,045
Commercial real estate, at COSL. . .. .o vttt et e e 239473 239,473
Accumulated depreciation ... ... L L L L (4,710) (4,710)
Commercial real estate, net of depreciation. .. .......... ... ... ... ..... $234,763  $234,763
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Interest and Principal Paydown Receivable

Al December 31, 2007, we had interest and principal paydown receivables of approximately
$12.7 million. The total interest and principal paydown receivable amount consisted of approximately
$11.2 million relating to our MBS and approximately $1.5 million relating to other investments.

Hedging Instruments and Derivative Activities

There can be no assurance that our hedging activities will have the desired beneficial impact on
our results of operations or financial condition. Morcover, no hedging activity can completely insulate
us from the risks associated with changes in intercst rates and prepayment rates. We generally intend to
hedge as much of the interest rate risk as Hyperion Brookficld Crystal River determines is in the best
interests of our stockholders, after considering the cost of such hedging transactions and our desire 10
maintain our status as a REIT. Our policies do not contain specific requirements as to the percentages
or amount of intcrest rate risk that our Manager is required to hedge.

As of December 31, 2007, we had engaged in interest rate swaps and interest rate caps as a means
of mitigating our interest rate risk on forecasted interest expense associated with repurchase
agreements for a specified future time period, which is the term of the swap or cap contract. An
interest rate swap is a contractual agreement entered into by two counterparties under which each
agrees 1o make periodic payments to the other for an agreed period of time based upon a notional
amount of principal. Under the most common form of interest rate swap, a series of payments
calculated by applying a fixed rate of interest to a notional amount of principal is exchanged for a
stream of payments similarly calculated but using a floating rate of interest. This is a fixed-floating
interest rate swap. We hedge our floating rate debt by entering into fixed-floating interest rate swap
agreements whereby we swap the floating rate of interest on the liability we are hedging for a fixed rate
of interest. An interest rate swap forward is an interest rate swap based on an interest rate to be set at
an agreed future date. As of December 31, 2007, we were a party Lo interesl rate swaps and caps with
maturitics ranging from January 2008 to July 2021 with a notional par amount of approximately
$1,079.3 million. Under the swap agreements in place at December 31, 2007, we receive interest at
rates that reset periodically, generally every three months, and pay a rate fixed at the initiation of and
for the life of the swap agreements. The current market value of interest rate swaps is heavily
dependent on the current market fixed rate, the corresponding term structure of floating rates (known
as the yield curve) as well as the expectation of changes in future floating rates. As expectations of
future floating rates change, the market value of interest rate swaps changes. Based on the daily market
value of those intcrest rate swaps and interest rate swap forward contracts, our counterparties may
request additional margin collateral or we may request additional collateral from our counterparties o
ensure that an appropriate margin account balance is maintained at all times through the maturity cf
the contracts. At December 31, 2007, the net realized and unrealized loss on interest rale swap and cap
contracts recorded in accumulated other comprehensive income was $25.2 million due to an increase in
prevailing market inlerest rates.

As of December 31, 2007, we had engaged in credit default swaps, or CDS, which are accounted
for as derivatives. CDS are derivative securities that atiempt to replicate the credit risk involved with
owning a particular unrelated third party security, which we refer (o as a reference obligation. We enter
into CDS on three types of sccurities: RMBS, CMBS and the CMBX and ABX indices. Investing in
assets through CDS subjects us to additional risks. When we enter into a CDS with respect to an assct,
we do not have any legal or beneficial interest in the reference obligation but have only a contractual
relationship with the counterparty, typically a broker-dcaler or other financial institution, and do not
have the benefit of any collateral or other security or remedies that would be available to holders of
the reference obligation or the right to receive information regarding the underlying obligors or issuers
of the reference obligation. In addition, in the event of insolvency of a CDS counterparty, we would be
ireated as a general creditor of the counterparty to the exient the counterparty does not post collateral
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and, therefore, we may be subject to significant counterparty credit risk. As of December 31, 2007, we
were party to CDS with three counterparties. CDS are relatively new instruments, the terms of which

may contain ambiguous provisions that are subject to interpretation, with consequences that could be

adverse to us.

Currently, we are both the seller and the buyer of protection. The scller of protection through
CDS is exposed to those risks associated with owning the underlying reference obligation. The seller,
however, does not receive periodic interest payments, but instead it receives periodic premium
payments for assuming the credit risk of the reference obligation. These risks are called “credit events”
and generally consist of failure to pay principal, failure to pay interest, write-downs, implied write-
downs and distressed ratings downgrades of the reference obligation.

For some CDS, upon the occurrence of a credit event with respect 1o a reference obligation, the
buyer of protection may have the option to deliver the reference obligation to the seller of protection
in part or in whole at par or to elect cash settlement. In this event, should the buyer of protection elect
cash settlement for a credit 'event that has occurred, it will trigger a payment, the amount of which is
based on the proportional amount of failure or write-down. In the case of a distressed ratings
downgrade, the buyer of protection must deliver the reference obligation to the seller of protection,
and there is no cash settlement option. In most cases, however, the CDS is a PAUG (pay as you go)
CDS, in which case, at the point a write-down or an interest shortfalt occurs, the protection seller pays
the protection buyer a cash amount, and the contract remains outstanding until such time as the
reference obligation has a factor of zero. In most of these instances, it will create a loss for the
protection seller.

As of December 31, 2007, we were a party 1o eight credit default swaps with maturities ranging
from June 2035 to October 2042 with a notional par amount of $75.0 million. At December 31, 2007,
the fair value of cur net liability relating to credit default swap contracts was $32.9 million, compared
to a net asset of $3.3 million at December 31, 2006, primarily as a result of an increase in the credit
spreads of the CDS. During the year ended December 31, 2007, we closed out four CDS on single
names in an aggregate notional amount of $35.0 million, with a realized loss of approximatcly
$7.4 million, and nine CDS on the CMBX in an aggregate notiocnal amount of $135.0 million, with a
realized loss of approximately $32.6 million,

During the third quarter of 2007, we sold two investments denominated in foreign currencies. In
connection with these sales, we terminated two corresponding foreign currency swaps and had a
realized and unrealized loss on the termination totaling $5.1 million. As of December 31, 2007, we did
not have any foreign currency swaps in place.

Liabilities

We have entered into repurchasc agreements to finance some of our purchases of available for sale
securities and real estate loans. These agreements are sccured by our available for sale securities and
real estate loans and bear inlerest rates that have historically moved in close relationship to LIBOR. As

of December 31, 2007, we had cstablished numerous borrowing arrangements with various investment
banking firms and other lenders. As of December 31, 2007, we were utilizing 11 of those arrangements.

At December 31, 2007, we had outstanding obligations under repurchase agreements with ten
counterparties totaling approximately $1,276.1 million with weighted average current borrowing rates of
5.03%, all of which have maturities of between seven and 43 days. We intend 1o seck 10 renew these
repurchase agreements as they mature under the then-applicable borrowing terms of the counterpartics
to the repurchase agreements. At December 31, 2007, the repurchase agreements were secured by
available for sale securities and equity investments and cash with an estimated fair value of
approximately $1,411.1 million and had weighted average maturities of 24 days. The net amount at risk,
dcfined as fair value of the collateral, including restricted cash, minus repurchase agreement liabilities
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and accrued interest expense, with all counterparties was approximately $169.3 million at December 31,
2007.

At December 31, 2007, our wholly-owned subsidiary, CRZ ABCP Financing LLC, had outstanding
$99.8 million of senior mortgage-backed notes to an affiliate of our Manager. The senior mortgage-
backed notes are collateralized by commercial whole mortgage loans. Senior mortgage-backed notes in
the aggregate principal amount of $101.5 million were issued (o an affiliate of our Manager with
floating coupons with varying interest rate spreads over the three-month LIBOR rate. Interest on the
senior mortgage-backed notes is payable monthly. The senior mortgage-backed notes mature in April
2017 and the outstanding principal is due at maturity. Early repayments of the underlying mortgage
loans require repayment of a portion of the senior mortgage-backed notes. The senior mortgage-backed
notes are treated as a sccured financing, and are non recourse to us. Proceeds from the sale of the
senior mortgage-backed notes issued were used to repay outstanding debt under our repurchase
agreements.

At December 31, 2007, we had $51.6 million of junior subordinated notes outstanding. The junior
subordinated notes are the sole assets owned by our subsidiary trust, Crystal River Preferred Trust 1,
and mature in April 2037. We have the right to redeem these notes at par on or after April 2012.
Interest is payable quarterly at a fixed rate of 7.68% (len-year LIBOR plus 2.75%) through April 2012
and thereafter at a floating rate equal to three-month LIBOR plus 2.75%.

Al December 31, 2007, we had $219.4 million of mortgage loans outstanding with a weighted-
average borrowing rate of 5.58% that are secured by our commercial properties located in Houston,
Texas, Phoenix, Arizona, and Arlinglon, Texas.

At December 31, 2007, we had $67.3 million of borrowings outstanding under our secured
revolving credit facility with an affiliate of our Manager that provides for borrowings of up to
$100.0 million in the aggregate and expires in May 2009. The secured facility bears interest at
LIBOR + 2.50%. At December 31, 2007, we ptedged $37.3 million of interest in our equity investment
in a private equity fund, $21.0 million of mezzanine real estate loans and $9.0 million of real estate
construction loans as collateral under this facility.

Stockholders’ Equity

Stockholders’ equity at December 31, 2007 was approximately $110.6 million and included
$9.7 million of net unrealized holdings gains on securities available for sale and $25.2 million of net
unrealized and realized losses on interest rate agreements accounted for as cash flow hedges presented
as a component of accumulated other comprehensive income (loss).

Results of Operations For the Year Ended December 31, 2007 compared to the Year Ended
December 31, 2006

Summary

Our net loss for the year ended December 31, 2007 was $345.9 million or $13.86 per weighted
average basic and diluted share outstanding, compared with net income of $46.9 million or $2.27 per
weighted average basic and diluted share outstanding for the year ended December 31, 2006. Net
income decreased by $392.8 million, or 837.5%, from 2006 1o 2007, while net incomc per weighted
average basic and diluted share outstanding decreased by $16.13 or 710.6%, from 2006 to 2007 as the
weighted average number of shares of our common stock outstanding increased from 20,646,637 for
2006 10 24,962,708 for 2007.
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Revenues

The following table sets forth information regarding our revenues:

Year Ended
December 31, Variance
2007 2006 Amount %
(In millions)
Revenues
Interest income:
Commercial MBS. . . ... ... ... ... ..... ... $453 § 257 §$196 76.3%
Agency MBS .. .. .. ... ... ... L. 102.1 1040 (1.9) (1.8)
Non-Agency RMBS .. ... .. ... ... ....... 43.7 48.0 (4.3) (9.0)
ABS . 30 4.0 (1.0) (25.0)
Realestate loans . ...................... 17.1 11.9 5.2 43.7
Other interest and dividend income. . ... .. ... 8.7 7.6 1.1 14.5
Total interest and dividend income......... 2199  201.2 18.7 9.3
Rental income, net .. ... .................. 16.2 — 16.2 n/a
Total revenues. . . ... ... ... ... $236.1 $201.2 $34.9 174

Interest income for the year ended December 31, 2007 with respect to CMBS and real estate loans
increased $19.6 mitlion, or 76.3% and $5.2 million, or 43.7%, respectively, over interest income for
2006 because of the higher balance of CMBS and real estate loans contained in our investment
portfolio during 2007. Interest income for the year ended December 31, 2007 with respect to
Non-Agency RMBS decreased $4.3 million, or 9.0%, over interest income for 2006 because we had
fewer investments in that asset class during 2007. Interest income for the year ended December 31,
2007 with respect to Agency MBS decreased $1.9 million, or 1.8%, over interest income for 2006
because we sold a large portion of our Agency MBS investments during 2007 after initially increasing
that component of our investment portfolio after cur August 2006 1PO. For the year ended
December 31, 2007, we also had income of $16.2 million relating to rental income from our commercial
property investments, which were made in 2007.
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Expenses

The following table sets forth information regarding our total expenses:

Year Ended
December 31, Variance
2007 2006 Amount G
(In millions}
Expenses
Interest cxpense:
Repurchase agreements . ................ $1154 $1357 $(20.3) (15.0)%
Interest rale swaps . . ... ..., (9.2) (11.9) 27 (227
CDONOES ..ot s 29.7 12.1 17.6 1455
Senior mortgage-backed notes, related party . . 4.0 — 4.0 n/a
Mortgages payable .. ........ .. ......... 9.1 — 9.1 n/a
Junior subordinated notes . . . .. ... ... ..., 3.1 — 31 n/a
Short-term debt . . ... ... .o oo oL 0.6 0.6 — 0.0
Secured revolving credit facility, related party . . 03 — 0.3 nfa
Margin borrowing . . . .. ... L. oL L 0.1 0.5 0.4) (80.0)
Notes payable, related party ............ .. — 0.2 (0.2) (100.0)
Amortization of deferred financing costs .. ... 34 2.0 1.4 70.0
Other .. ... i 0.3 0.4 0.1y  (25.0)
Total interest expense .. ... 156.8 139.6 17.2 12.3
Management fees and incentive fees, rclated
PAMLY o oo e e 6.5 79 (14) 177
Professional fees .. .......... ... ... ... 39 2.7 1.2 44.4
Depreciation and amortization .. ............ 8.9 — 8.9 nfa
INSUrance exXpense ... ... e 0.9 0.4 0.5 1250
Directors’ fees . .. ......... .. . .. ... 0.7 0.5 0.2 40.0
Public company expense . . . .. .............. 0.5 0.2 03 1500
Commercial real estate expenses. . ........... 1.0 — 1.0 n/a
Provision for loanloss . ............ ... ..., 4.5 — 4.5 nfa
Olher ¢xpenses . ... .. i e 0.6 0.4 0.2 50.0
Total expenses . . .. ... ..o $184.3 $151.7 8§ 326 25

Interest expense relating to repurchase agreements, including with related parties, for the year
ended December 31, 2007 decreased $20.3 million, or 15.0%, over 2006 because approximaltely
$217.3 million of CMBS that was being financed with repurchase agreements in 2006 was financed
through CDO 2006-1 in 2007 and because of lower repurchase agreement borrowings related to Agency
MBS as a result of our sale during 2007 of approximately $1.6 billion of Agency MBS. Interest expense
relating to CDO notes for the year ended December 31, 2007 increased $17.6 million, or 145.5%, over
2006 as a result of added interest expense from our second CDO financing, which closed in January
2007, and because interest rates were higher in 2007 than in 2006. Interest income from interest rate
swaps for the year ended December 31, 2007 decreased $£2.7 million, or 22.7%, over 2006 because
although interest rates in 2007 were higher than in 2006, we had more notional amount of interest rate
swaps in place during 2007. For the year ended December 31, 2007, we also had interest expense
relating to junior subordinated notes, mortgages payable, senior mortgage-backed notes, related party,
and secured revolving credit facility, related party, totaling $16.5 million as we first utilized these
financing sources in 2007,

Expenses for 2007 also included base management fees and incentive fees of approximately
$5.9 miltion, and amortization of approximately $0.6 million related to restricted stock and options
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granted to our Manager. Expenses for 2006 also included basc management fees and incentive fees of
approximately $6.9 million and amortization of approximately $1.0 million related to restricted stock
and options granted o our Manager. Management fee expenses decreased primarily due to the

£345.9 million net loss in 2007, which reduced the management fee for the third and fourth quarters of
2007, which was partially offset by the increcase in stockholders’ equity in late 2006 as a result of our
initial public offering. For the year ended December 31, 2007, professional fees totaled $3.9 million,
which incleded approximately $1.0 million of fees relating to compliance with the internal control over
financial reporting provisions of the Sarbanes-Oxley Act of 2002, which we incurred in 2007 since this
was the first year we were required to comply with those provisions. In addition, for the year ended
December 31, 2007, we also had depreciation and amortization expense of $8.9 million and commercial
real cstate expenses of $1.0 million relating 1o our commercial property investments, which were made
in 2007, and we incurred a $4.5 million loan loss relating to one of our construction loans.

Our Manager has waived its right 10 request reimbursement from us of third-party expenses that it
incurs through December 31, 2007, which amount otherwise would have been required to be
rcimbursed. The management agreement with Hyperion Brookfield Crystal River, which was negotiated
before our business model was implemented, provides that we will reimburse our Manager for certain
third party expenses that it incurs on our behalf, including rent and utilities. Hyperion Brookfield incurs
such costs and did not allocate any such expenses 1o our Manager in 2005, 2006 or 2007 as our
Manager’s use of such services was deemed to be immaterial. Hyperion Brookfield currently is
determining the amount of such rent and utility costs that will be allocated to our Manager
commencing January 1, 2008, and we will be responsible for reimbursing such costs allocable to our
operations absent any further waiver of reimbursement by our Manager. There are no contractual
limitations on our obligation to reimburse our Manager for third party expenses and our Manager may
incur such expenses consistent with the grant of authority provided to it pursuant to the management
agreement without any additional approval of our board of directors being required. In addition, our
Manager may defer our reimbursement obligation from any quarter to a future period; provided,
however, that we will record any necessary accrual for any such reimbursement obligations when
required by U.S. GAAP, and our Manager has advised us that it will promptly invoice us for such
reimbursements consistent with sound financial accounting policies.

Other Revenues (Expenses)

Other expenses for 2007 totaled approximately $397.7 million, compared with other expenses of
$2.6 million for 2006, an increase of $395.1 million. Other expenses for the year ended December 31,
2007 consisted primarily of $85.0 million of realized and unrealized loss on derivatives, primarily as a
result of realized and unrealized losses on CDS of $76.1 million, a $5.1 million realized and unrealized
loss on our settlement of two foreign currency swaps, a $5.2 million increase in unrealized losses on
economic hedges, $1.7 million of realized net loss on the sale of securities available for sale, real estate
loans and other investments, and a $317.9 million loss on impairment of securities available for sale,
which was comprised of a $19.7 million impairment relating to CMBS and Agency MBS that we no
longer intend to hold to maturity or until the recovery of our cost, and a $70.6 million impairment
relating to CMBS, Non-Agency RMBS and preferred stock investments, which was caused by adverse
changes in cash flow assumptions and a $227.6 million impairment caused by an other than temporary
decline in market values due to spread widening. This decrease was offset in part by $2.6 million of
income from equily investments and $4.3 million of realized foreign currency exchange gain. Other
expenses for the year ended December 31, 2006 consisted primarily of a $10.4 million loss on
impairments of securities available for sale and $2.1 million of realized net losses on securities available
for sale, which was offsct in part by $10.3 million of realized and unrealized gains on derivatives (which
included an unrealized gain of $6.9 million on CDS and an unrealized gain of $2.0 million on foreign
currency swaps) and a $0.6 million unrealized foreign currency exchange gain.
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Income Tax Expense

We have made an clection to be taxed as a REIT under Section 856(c) of the Internal Revenuc
Code of 1986, as amended, commencing with the tax year ended December 31, 2005. As a REIT, we
generally are not subject to federal income tax. To maintain qualification as a REIT, we must distribute
at least 90% of our REIT taxable income to our sharcholders and meet certain other requirements. If
we fail to qualify as a REIT in any taxable year, we will be subject to federal income tax on our taxable
income at regular corporate rates. We may also be subject to certain state and local taxes on our
income and property. Under certain circumstances, federal income and excise taxes may be due on our
undistributed taxable income.

At December 31, 2007 and 2006, we were in compliance with all REIT requirements and,
accordingly, have not provided for income tax expense on our REIT taxable income for the year ended
December 31, 2007 or for the year ended December 31, 2006. We also have a domestic taxable REIT
subsidiary that is subject to tax at regular corporate rates. The deferred tax benefit is attributable to the
mark to market adjustments for net operating loss deductions, credit default swaps, and accrued
management fees associaled with our investment in a private equity fund held in the TRS. Our total
income tax benefit for the year ended December 31, 2007 of $0.9 million is included in the “other”
caption in other revenues (expenses), which is a reversal of previously established deferred tax liability.

As of December 31, 2007, we recorded a $15.5 million valuation allowance on deferred tax assets
of $15.5 million attributable to market value adjustments on credit default swaps and income tax net
operating losses rclating to our TRS. The valuation allowance is based on management’s cstimate that
our TRS is not expected 1o generate sufficient taxable income to recover the deferred tax assets. As of
December 31, 2006 we had a deferred 1ax liability of $0.9 million attributable to market value
adjustments on foreign currency swaps held in our TRS, which is included in accounts payable, accrued
expenses and cash collateral payable. As of December 31, 2007, we had net operating loss carryforward
and capital loss carryforward of approximately $0.7 million and $32.6 million, respectively. The net
operating loss carryforward expires in 2027 and the capital loss carryforward expires in 2012,

Results of Operations For the Year Ended December 31, 2006 compared to the Period March 15, 2605
(commencement of operations) to December 31, 2005

Please note that, due to the fact that we only had nine and one half months of operations during
the period March 15, 2005 (commencement of operations) to December 31, 2005, our results from the
2005 period are not comparable 1o our results for the year ended December 31, 2006.

Summary

Our net income for the year cnded December 31, 2006 was $46.9 million or $2.27 per weighted
average basic and diluted share outstanding, compared with $13.9 million or $0.80 per weighted average
basic and diluted share outstanding for the period March 15, 2005 (commencement of operations) 10
December 31, 2005, which for purposes of this discussion we refer to as 2005. Net income increased by
$33.0 million, or 236.4%, from 2005 to 2006, but net income per weighted average basic and diluted
share outstanding only increased by $1.47, or 183.8%, from 2005 to 2006 because the weighted average
number of shares of our common stock outstanding increased from 17,487,500 in 2005 to 20,646,637 in
2006.
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Revenues

The following table sets forth information regarding our revenues:

Revenues
Interest income:

Commercial MBS .. ............
Agency MBS ... oL
Non-Agency RMBS .. ... .. ... ..
ABS ...
Reat estate loans . .............
Other interest and dividend income . .

Total interest and dividend income . . ..

Rental income, net .. .............
Total revenues .. ................

March 15, 2005

{commencement
Year Ended  of ati t .
December 31, _ Dacember. D¢ _ Verimnce
2006 2005 Amount o
(In millions)
$ 257 563 $ 194 307.9%
104.0 449 59.1 1316
48.0 21.4 266 1243
4.0 2.3 1.7 73.9
11.9 3.6 83 230.6
7.6 1.1 6.5 5%0.9
201.2 796 121.6 1528
— —_ — n/a
$201.2 $79.6 $121.6 1528

Interest income for the year ended December 31, 2006 with respect to CMBS, Agency MBS,
Non-Agency RMBS, ABS and real estate loans increased $19.4 million, or 307.9%, $59.1 million, or
131.6%, $26.6 million, or 124.3%, $1.7 million, or 73.9%, and $8.3 million, or 230.6%, respectively, over
interest income for 2005 because the 2005 results only represent a partial year, and because in 2006,
our portfolio included more higher-yielding commercial real estate investments, including CMBS, B

Netes and mezzaning loans.
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Expenses

The following table sets forth information regarding our total expenses:

Expenses

Interest expense:
Repurchase agreements . . ... ...
Interest rate swaps. . ...........
CDOnotes . ........conven...
Short-term debt. ... ...
Margin borrowing . ............
Notes payable, related party . ... ..
Amortization of deferred financing

COSIS o oot

Total interest expense . . ... . ...
Management fees and incentive fecs,

March 15, 2005

related party

Professional fecs

Depreciation and amortization. . . . ..

Insurance expense

Directors’ fees

Public company expense . .........
Commercial real estate expenses . . . .
Provision for loan loss . . .. ........

Other expenses

Total expenses

(commencement
Year Ended f i .
2006 2005 Amount b
(In millions)
$135.7 $43.2 $925 2141%

(11.9) 3.2 (15.1) (471.9)
12.1 1.7 10.4 6118
0.6 — 0.6 n/a
0.5 — 0.5 n/a
0.2 — 0.2 n/a
2.0 0.3 1.7 566.7
0.4 — 0.4 n/a
139.6 48.4 91.2 188.4
7.9 54 2.5 46.3
2.7 22 0.5 227
— — — n/a
.4 0.3 0.1 333
0.5 0 0.3 150.0
0.2 0.2 n/a
— - — n/a
— — — nfa
0.4 0.4 0.0 0.0
$151.7 $56.9 $948 1666

Interest expense relating to repurchase agreements and notes, including with related parties, for
the year ended December 31, 2006 increased $92.5 million, or 214.1%, over 2005 because we financed
a larger investment portfolio in 2006 and interest rates in 2006 were higher than in 2005. Interest
expense relating to CDO notes for the year ended December 31, 2006 increased $10.4 million, or
611.8%, over 2005 because our first CDO financing closed in December 2005. Interest expense from
interest rate swaps for the year ended December 31, 2006 decreased §15.1 million, or 471.9%, over
2005 due to an increase in interest rates during 2006. Interest expense increased in 2006 because the
2005 results only represent a partial year and due to increases in LIBOR during the first half of the
year and an increase in the size of the portfolio being financed from 2005 to 2006 as a resuit of our
initial public offering that closed in August 2006. The portion of intercst expense comprised of net
periodic payments received from interest rate swaps increased in 2006 as a result of increases in

LIBOR during the first half of 2006.
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Expenses for 2006 also included base managecment fees and incentive feces of approximately
$6.9 million and amortization of approximately $1.0 million related to restricted stock and options
granted to our Manager. Expenses for 2005 also included base management fees of approximaltely
$4.8 million and amortization of approximately $0.6 million related to restricted stock and options
granted to our Manager. Management fee cxpenses increased primarily due to a full year of operations
in 2006 and the increase in stockholders’ equity in 2006 as a result of our initial public offering.

Our Manager waived its right to request reimbursement from us of third-party expenses that it
incurs through December 31, 2007, which amount otherwise would have been required to be
reimbursed. The management agreement with Hyperion Brookfield Crystal River, which was negotiated
before our business model was implemented, provides that we will reimburse our Manager for certain
third party expenses that it incurs on our behalf, including rent and utilitics. Hyperion Brookfield incurs
such costs and did not allocate any such expenses to our Manager in 2005, 2006 or 2007 as our
Manager’s use of such services was deemed to be immaterial.

Other Revenues (Expenses)

Other expenses for 2006 totaled approximately $2.6 million, compared with $8.8 million for 2005, a
decrease of $6.2 million, or 70.1%. Other expenscs for 2006 consisted primarily of a $10.4 million loss
on impairment of sccurities available for sale and $2.1 million of realized net losses on the sale of
sccurities available for salc and real estate loans, which was offset in part by $10.3 million of realized
and unrealized gains on derivatives (which included an unrealized gain of $6.9 million on CDS and an
unrealized gain of $2.0 million on foreign currency swaps) and a $0.6 million foreign currency exchange
gain. Other expenses for 2005 totaled approximately $8.8 million, which consisted primarily of
$2.5 million of realized and unrealized losses on derivatives, $0.5 million of realized nct losses on the
sale of real esiate loans and sccurities available for sale and $5.8 million of losses on impairment of
securities available for sale. Impairment losses increased by $4.6 million due primarily to impairments
related to the sale of available for sale securities that were sold in order to deploy capital into higher
vielding assets. Realized and unrealized gains on derivatives increased in 2006 due to increascs in
LIBOR.

Income Tax Expense

At December 31, 2006 and 2005, we were in compliance with all REIT requirements and,
accordingly, have not provided for income tax expense on our REIT taxable income for the year ended
December 31, 2006 or for the period March 15, 2005 (commencement of operations) to December 31,
2005. We also have a domestic taxable REIT subsidiary that is subject to tax at regular corporale rates.
The deferred tax benefit is attributable to the mark to market adjustments for net operating loss
deductions, credit default swaps, and accrued management fees associated with our investment in a
private equity fund held in the TRS. Our total income tax expense for the year ended December 31,
2006 of $0.9 million is included in the “other” caption in other revenues (expenses), which represents
future tax expense relating 1o unrealized gains on our foreign currency swaps.

Liguidity and Capital Resources

Capital is required to fund our investment activities and operating expenses. We believe we
currently have sufficient access to capital resources and will coatinue to use a significant amount of our
available capital resources to fund our existing business plan. Qur capital resources include cash on
hand, cash flow from operations, principal and intcrest payments received from investments, borrowings
under credit facilitics, reverse repurchase agreements, CDOs, junior subordinated debenture issuances,
and proceeds from stock offerings.

We held cash and cash equivalents of approximately $27.5 million at December 31, 2007, which
excludes restricted cash of approximatety $68.7 million that is used to collateralize certain of our
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repurchase facilitics ($15.7 million), interest rate swaps and caps ($18.3 million), CDS ($32.9 million)
and certain other obligations.

QOur operating activities provided net cash of approximately $35.1 million for the year ended
December 31, 2007 primarily as a result of realized and unrealized loss on derivatives of $88.8 million,
non-cash impairment charges relaling to available for sale securities of $317.9 million, provision for
loan loss of $4.5 million, non-cash depreciation and amortization of stock based compensation, deferred
financing costs and real estate assets of $13.5 million, an increase in the return on investment from
equity investments of $2.6 million, and a realized net loss on available for sale securities, real estate
loans and other investments of $1.7 million. Operating activitics provided further net cash from a net
decrease in interest receivable of $7.9 million. This was offset in part by a net loss of $345.9 million
and other non-cash activities, including accretion of a net discount on available for sale securities and
real estate loans of $19.4 million, a gain on foreign currency translation of $4.3 million, amortization of
intangible liabilities and deferred gains on derivatives of $6.3 million, income {rom equity investments
of $2.6 million, accretion of interest on real estate loans of $2.5 million and the reversal of a deferred
tax liability of $0.9 million. The increase in cash was also further offset by a net decrease in accounts
payable and accrued liabilities, duc to Manager and interest payable of $17.6 million, a net increase in
other receivables, prepaid expenses and other assets of $2.7 million and $1.9 million of payments on
the settlement of derivatives.

Our operating activities provided net cash of approximately 345.2 million for the year ended
December 31, 2006 primarily as a result of net income of $46.9 million, non-cash impairment charges
rclating to available for sale securities of $10.4 million, and a nct increase in accounts payable and
accrued labilities, due to Manager and interest payable of approximately $13.5 million, offset in part by
non-cash unrealized gains on derivatives of $8.2 million, non-cash accretion of discount on assets of
$9.9 million, non-cash foreign currency exchange gain of $0.5 million, an increase in interest receivable
of $10.3 million and the payment on settlement of a derivative of $0.9 million.

Our operating activities provided net cash of approximately $30.3 million during 2005 primarily as
a result of net income of $13.9 million, non-cash impairment charges relating to available for sale
securities of $5.8 million, non-cash unrealized losses on derivatives of $2.6 million and an increase of
$23.3 million of accounts payable and accrued liabilities, due to Manager and interest payable, which
was partially offset by $3.8 million of accretion of discount on purchased securities and an increase of
$12.1 million of interest receivable.

Our investing activities provided net cash of $860.7 million for the year ended December 31, 2007
primarily from proceeds received from the sale of securities available for sale of $1,643.1 million,
proceeds from the sale of real estate loans and other investments of $78.2 million, proceeds from the
redemption of real estate loans of $37.0 million, proceeds from rent enhancement of $1.8 million,
principal repayments from available for sale securities and real cstate loans totaling $398.5 million, net
proceeds received from acquisition of credit default swaps of $4.9 million and return of capital from
equily investments of $5.9 million. This was partially offset by the purchase of securitics available for
sale of $893.1 million, the purchase and funding of equity investments of $42.1 million, the acquisition
of commercial real eslate and real estate loans lotaling $291.4 million, net cash paid to terminate swaps
of $48.0 million, net deposits of restricted cash for credit default swaps of $32.9 million and net
deposits of restricted cash for investiment of $1.0 million.

Our investing activities used net cash of $892.7 million for the year ended December 31, 2006
primarily from the purchase of securities available for sale of $1,972.6 million and the funding or
purchase of real estate loans and other investments totaling $164.1 million, which was partially offset by
receipt of principal paydowns on securities available for sale and real estate loans of approximately
$536.1 million and $708.5 million of proceeds from the sale of securities available for sale and the
repayment of real estatc loans.
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Our investing activities used net cash of $2,619.7 million during 2005 primarily from the purchase
of securities available for sale of $2,772.9 million and the funding or purchase of real estate loans
totating $174.9 million, which was partially offset by receipt of principal paydowns on securities
available for sale of approximately $297.1 million and $32.5 million of proceeds from the sale of
sccurities available for sale and real estate loans.

Our financing activities used net cash of $307.3 million for the vear ended December 31, 2007
primarily due to net payments on repurchase agreements, including with related parties, of
$1,592.3 million, dividends paid of $67.4 million, principal repayments of CDOs and senior mortgage-
backed securities of $34.4 million, payments of deferred financing costs of $9.4 million, payments on
the settlement of designated derivatives of $10.0 million and the repurchase of common stock of
$4.5 million. This was partially offset by the issuance of CDOs of $325.0 million, the issuance of senior
mortgage-backed notces (o a related party of $101.5 million, proceeds from mortgage notes payable of
$219.4 million, proceeds from junior subordinated debentures of $50.0 million, proceeds from
borrowings under secured revolving credit facility with a related party of $67.3 million, net receipts
from restricted cash of $44.7 million and proceeds from the scttlement of derivatives of $4.9 million.

Our financing activities provided net cash of $865.1 million for the year ended December 31, 2006
primarily from the net proceeds from borrowings under repurchase agreements, including with related
parties, of $874.2 million and the issuance of common stock, net of offering costs, of $159.2 million,
partially offsct by principal repayments on CDOs of $33.1 million, repayment of a note payable to a
related party of $35.0 million, dividend payments of approximately $40.4 million and net deposits of
$61.0 million of restricted cash used to collateralize certain financings.

Our financing activities provided net cash of $2,610.9 million during 2005 primarily from the
issuance of commen stock, net of offering costs, of $405.6 million, net proceeds from horrowings under
repurchase agreements, including with related partics, of $1,994.3 million, net proceeds from a note
payable to a rclated party of $35.0 million and net proceeds from CDO offerings of $227.5 million,
partially offsct by dividend payments of $27.1 million and the deposit of $18.5 million of restricted cash
used to collateralize certain financings.

Our source of funds as of December 31, 2007, excluding our March 2005 and August 2006
common stock offerings and our March 2007 trust preferred offering, consisted of net proceeds from
repurchase agreements totaling approximatcly $1,276.1 million with a weighted average current
borrowing rate of 5.03% and borrowings under our secured revolving credit facility, which we used 1o
finance the acquisition of securitics available for sale and to provide margin with respeci to such
borrowings, and proceeds from mortgages payable of $219.4 million, which we used to finance a
portion of the purchase price for commercial real estate. We expect to continue to borrow funds in the
form of repurchase agreements and credit facilities and to the extent we purchase additional
commercial real estate, mortgage loans. As of the date of this report, we have established
approximately 19 borrowing arrangements with various investment banking firms and other lenders, 11
of which were in use on December 31, 2007. Increases in short-term interest rates or widening of
interest rate spreads could negatively affect the valuation of our mortgage-related assets, which could
limit our borrowing ability or cause our lenders to initiate margin calls. Amounts duec upon maturity of
our repurchase agreements will be funded primarily through the rollover/reissuance of repurchase
agreements and monthly principal and interest payments received on our mortgage-backed securities.

For our short-term (one year or less) and long-term liquidity, which includes investing and
compliance with collateralization requirements under our repurchase agreements (if the pledged
collateral decreases in value or in the event of margin cails created by prepayments of the pledged
collateral), we also rely on the cash flow from operations, primarily monthly principal and interest
payments to be received on our mortgage-backed sccurities, cash flow from the sale of securities, rental
income from our commercial real estate investments as well as any primary securities offerings
authorized by our board of directors.
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Based on our current portfolio, leverage rate and available borrowing arrangements, we believe
that the net procecds of our initial public offering, which closed in August 2006, and our first trust
preferred offering, which closed in March 2007, together with existing equity capital, combined with the
cash flow from operations and the utilization of borrowings, will be sufficient to enable us to meet
anticipated short-term (one year or less) liquidity requircments such as to fund our investment
activitics, pay fees under our management agreement, fund our distributions to stockholders and pay
general corporate expenses. However, an increase in prepayment rates substantially above our
expectations could cause a temporary liquidity shortfall due to the timing of the necessary margin calls
on the financing arrangements and the actual receipt of the cash related to principal paydowns. If our
cash resources are at any time insufficient Lo satisfy our liquidity requirements, we may have to sell
debt or additional equity securities. If required, the sale of MBS or real estate loans at prices lower
than their carrying value would result in losses and reduced income.

In November 2007, we and Signature Bank amended the terms of our previously unsecured creclit
facility to convert the facility to a secured revolving credit facility that provided for borrowings of up to
$12.0 million in the aggregate. The facility was secured by a real estate loan that we own that has a
carrying value of $19.0 million. The credit facility was terminated when the real estate loan that
collateralized the borrowing was prepaid in November 2007.

[n August 2007, we cntered into a $100.0 million unsecured 364-day credit facility with Brookfield
US Corporation, an affiliate of our Manager. Indebtedness outstanding under the unsecured credit
facility bore interest at LIBOR + 4.00%. In November 2007, we and Brookfield US Corporation
amended the terms of the facility, effective as of September 30, 2007, to convert the facility 10 a
secured revolving credit facility that provides for borrowings of up to $100.0 million in the aggregate
and expires in May 2009. On March 7, 2008, we and Brookfield US Corporation amended the terms of
the facility, effective as of December 31, 2007, to extend the term of the facility from November 2003
to May 2009, to revise the financial covenant relating to minimum net worth and to eliminate the
financial covenants relating to minimum net income (as defined in the facility), a maximum leverage
ratio and interest rate sensitivity. The secured facility bears interest at LIBOR + 2.50%. The credit
facility and the amendments were approved by the independent members of our board of directors. As
of December 31, 2007, we owed $67.3 million under this facility.

Qur ability to meel our long-term (greater than one year) liquidity and capital resource
requircments in excess of our borrowing capacity will be subject to obtaining additional debt financing
and equity capital. We may increase our capital resources by making public offerings of equity
securities, possibly including classes of preferred stock or common stock, or by issuing commercial
paper, medium-term notes, CDOs, mortgage-backed notes, collateralized mortgage obligations and
senior or subordinated notes. Such financing will depend on market conditions for capital raises and for
the investment of any proceeds. If we are unable to renew, replace or expand our sources of financir.g
on substantially similar terms, it may have an adverse effect on our business and results of operations.
Upon liquidation, holders of our debt securities and shares of preferred stock and lenders with respect
to other borrowings will receive a distribution of our available assets prior to the holders of our
common stock.

We generally seek 1o borrow between four and eight times the amount of our equity. At
December 31, 2007, our total debt was approximately $2.2 billion, which represented a leverage ratio of
approximately 19.9 times the amount of our equity. After giving pro forma effect to the adoption of
SFAS 159, which would have, among other things, caused us to decrease the carrying value of our CDO
liabilities 1o their fair value, our leverage ratio at December 31, 2007 would have been approximately
7.5 times our equity.

In March 2007, our unconsolidated statutory trust, Crystal River Preterred Trust [, issued
$50.0 million of trust preferred securities to a third party investor. The trust preferred securities have a
30-year term, maturing in April 2037, are redeemable at par on or after April 2012 and pay interest at
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a fixed rate of 7.68% for the first five years ending April 2012, and thereafter, at a floating rate of
three month LIBOR plus 2.75%.

Off-Balance Sheet Arrangements

As of December 31, 2007, we did not maintain any relationships with unconsolidated entities or
financial partnerships, such as entities often referred to as structured finance, or special-purpose or
variable interest entities, established for the purpose of facilitating off-balance sheet arrangements or
other contractually narrow or limited purposes. As of December 31, 2007, we had one outstanding
commitment 10 fund a real estate construction loan of $1.0 million, and during the year ended
December 31, 2007, advances of $0.6 million had been made under that commitment. As of
December 31, 2007, we had a $36.2 million equity investment in BREF One, LLC, which is discussed
in more detail in Note 7 to our audited consolidated financial statements contained elsewhere herein.
As of December 31, 2007, we had unfunded commitments to fund our investment in BREF One
totaling $1.5 million.

Contractual Obligations and Commitments

As of March 15, 2005, we had entered inlo a management agreement with Hyperion Brookfield
Crystal River. Hyperion Brookfield Crystal River is entitled to receive a base management fee,
incentive compensation, reimbursement of certain expenses and, in certain circumstlances, a terminalion
fee, all as described in the management agreement. In March 2008, we announced that we and our
Manager had agreed that our base management fee would be paid in shares of our common stock,
instead of cash, during 2008. See “—Related Party Transactions.” Such fees and expenses do not have
fixed and determinable payments and therefore have not been included in the table below.

As of December 31, 2007, we had an outstanding commitment to fund a real estate construction
loan of $1.0 million. During the year ended December 31, 2007, we made advances totaling $0.6 million
under this commitment. See Note 10 to our consolidated financial statements included elsewhere
herein. In addition, we had an outstanding capital commitment in connection with our invesiment in a
private equity fund totaling $1.5 million.

The following table sets forth information about our contractual obligations as of December 31,
2007:

Payment due by Period

Less than More than
Contractual Obligations Total 1 year 1-3 years 3-8 years 5 years

(In thousands)

Long-Term Debt Obligations

Repurchase obligations .............. $1,276,121 $1,276,121 § — 5 — 3 —
Collaleralized debt obligations . . ... . ... 486,608 50,864 58,066 29,383 348,295
Junior subordinated notes .. .......... 51,550 — — — 51,550
Mortgage pavable ... ... ... .. ... .. 219,380 — 40 506 218834
Senior mortgage-backed notes . . ... .. .. 99,815 — — — 99 815
Secured revolving credit facility, related
PALLY . . o e 67,319 — 67,319 — —_
Unfunded loan commitments . . ... ... .. 999 999 — — —
Total(1) .. ......... .. ... .. v ..., $2,201,792  $1327.984 $125425 $29,889 $718,494

(1) We also are subject to interest rate swaps for which we can not estimate future payments due.
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The following table presents certain information regarding our repurchase obligations as of
December 31, 2007;

Weighted Average

Maturity of
Repurchase Agreement Repurchase
Counterparties Amount at Risk(l}  Agreement in Days
{In millions)

Bear, Stearns & Co. Inc. ... ... ... ... .. § 535 12
Citigroup Global Markets Ine. .. ... .. .. 7.5 11
Credit Suisse First Boston LLC/Credit Suissc

First Boston (Europe) Limited ... ......... 54.2 39
Deutsche Bank Securities Inc. .. ............ 7.9 42
Goldman, Sachs & Co .. ... ... . .. .. 0.7 7
Greenwich Capital Markets, Inc. ............ 4.4 16
Lehman Brothers Inc, .................... 9.3 10
Merrill Lynch, Pierce, Fenner & Smith

Incorporated .. ....... ... ... .. ... ... 6.8 17
Morgan Stanley & Co. Incorporated ... ... .... 12.1 14
Wachovia Bank, National Association. ........ 12.9 29

Total ..o e $169.3 24

(1) Equal to the fair value of collateral, including restricted cash and accrued interest receivable on
collateral, minus repurchase agreement liabilities and accrued intercst expense.

The repurchase agreements for our repurchase facilities generally do not include substantive
provisions other than those contained in the standard master repurchase agreement as published by ihe
Bond Market Assaciation. As noted below, some of our master repurchase agreements that were in
effect as of the date of this report contain negative covenants requiring us to maintain certain levels of
net asset value, tangible net worth and available funds and comply with interest coverage ratios,
leverage ratios and distribution limitations. Three of our master repurchase agreements, which
accounted for approximately $387.6 million of our liabilities as of December 31, 2007, provide that they
may be terminated if, among other things, certain material decreases in net asset value occur, we los2
our REIT status or our Manager is terminated. Generally, if we violate one of these covenants, the
counterparty to the master repurchase agreement has the option to declare an event of default, which
would accelerate the repurchase date. If such option is exercised, then all of our obligations would
come due, including either purchasing the sccuritics or selling the sccurities, as the case may be. The
counterparty to the master repurchase agreement, if the buyer in such transaction, for example, will be
entitled to keep all income paid after the exercise, which will be applied to the aggregate unpaid
repurchase price and any other amounts owed by us, and we are required to deliver any purchased
securities to the counterparty.

Our master repurchase agreements with Credit Suisse First Boston, LLC and Credit Suisse First
Boston, (Europe) Limited each contain a restrictive covenant that would trigger an event of default if
our stockholders’ equity declines:

* commencing in 2008, by 60% or more from our stockholders’ cquity as of the prior
December 31, or

¢ below $100.0 million.
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Qur master repurchase agreement with Wachovia Bank, National Association, which expires on
March 31, 2008, contains the following restrictive covenants:

* We may not permit the ratio of the sum of adjusted EBITDA (as defined in the master
repurchase agreement) to interest expense to be less than 1.25 to 1.00.

* We may not permit our debt to equity ratio to be greater than 10:1.

* We may not declare or make any payment on account of, or sct apart assets for, a sinking or
other analogous fund for the purchase, redemption, defeasance, retirement or other acquisition
of any of our equity interests, or make any ather distribution in respect thereof, gither directly
or indirectly, whether in cash or property or in our obligations, except, so long as there is no
default, event of default or margin deficit (as defined in the agreement) that has occurred and is
continuing. We may (i) make such payments solely to the extent necessary Lo preserve our status
as a REIT and (ii) make additional payments in an amount ¢qual to 100% of funds from
operalions.

* QOur tangible net worth may not be less than the sum of $300.0 million plus the proceeds from
all subsequent cquity issuances, net of investment banking fees, legal fees, accountants’ fees,
underwriting discounts and commissions and other customary fees and expenses that we actually
incur.

* We may not permit the amount of our cash and cash cquivalents at any time to be less than
$15.0 million, after giving effect to any requested repurchasc transaction.

Certain of our repurchase agreements and our revolving credit facility contain financial covenants,
including maintaining our REIT status and maintaining a specific net asset value or worth. We were in
compliance with all our financial covenants as of December 31, 2006. Effective as of December 31,
2007, we and many of our counterparties amended the terms of our secured revolving credit facility
and several of our repurchase agreements (o reset certain financial covenants that we otherwise would
have failed to meet as of December 31, 2007. After giving effect to all such amendments, as of
December 31, 2007, with respect to one debt obligation, we failed to meet three financial covenants,
one of which related 1o a sub-limit on borrowings under that facility, and two of which related to our
leverage ratio and our tangible net worth. Had we been able to carry our CDO liabilities at their fair
value, as we will upon our 2008 adoption of SFAS 159, we would have complied with the leverage ratio
and (angible net worth covenants. We obtained a waiver with respect to these financial covenants that
were not met. As a result, we were in compliance with or have oblained the necessary waivers with
respect to all our financial covenants as of December 31, 2007.

REIT Taxable Income

We intend to continue to make regular quarterly distributions of all or substantially all of our
REIT taxable income to holders of our common stock. In order to maintain our qualification as a
REIT and to avoid corporate-level income tax on the income we distribule o our stockholders, we are
required to distribute at least 90% of our REIT taxable income (which includes net short-term capital
gains) on an annual basis. This requirement may affect our liquidity and capital resources.
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REIT taxable income is calculated according to the requirements of the Internal Revenue Code,
rather than GAAP. The following table reconciles GAAP net loss to estimated REIT taxable income
for the year ended December 31, 2007:

(In thousands)

GAAP DEL 0SS . o . o e e e $(345,878)

Adjustments 1o GAAP net loss:
Net loss of our Taxable REIT Subsidiary . ................... 35,467
Share based compensation . . . ... ... .o 414
Net tax adjustments related to interest income . ............... 2,840
Book derivative loss in excessof taxloss. ... ... .. .. ... .. ... 40,691
Capital loss limitation . ... ... ... 9,056
Impairment losses not deductible for tax purposes. ... .......... 317,931
Loan loss allowance not deductible for tax purposes . ........... 4,500
GAAP/tax difference on rent escalation and lease amortization . . . . (996)
Other . . o e 691

Net adjustments to GAAP netloss . ...................... 410,594
REIT taxable INCOME . . .. .t ottt et et e e e e e e $ 64716

The following table reconciles GAAP net income to estimated REIT taxable income for the year
ended December 31, 2006:

(In thousands)

GAAP NELINCOME . . . o ot i et e et e et e es $46,917
Adjustments to GAAP net income:
Deferred income 1aX €XPENSE . . . . . . vttt 900
Share based compensation .. ... ... . . 187
Net tax adjustments related to interest income . ............... 7,061
Book derivative income in excess of tax income ............... (8,811)
Capital loss limitation ... .. .. ... ... .. 2,128
Impairment losses not deductible for tax purposes. .. ........... 10,389
Book/tax difference for foreign taxable REIT subsidiaries ........ 341
Foreign currency translation adjustment . .. .............. ... (504)
Other ..o e 41
Net adjustments to GAAP to netincome .................. 11,732
REIT taxable income .. ... ... . . . i $58,649

The following table reconciles GAAP net income to REIT taxable income for the period
March 15, 2005 (commencement of operations) to December 31, 2005:

(In thousands)

GAAP Net INCOME . . - o o ot e e et e e et e e e et e e e e $13,948
Adjustments to GAAP net income:
Net tax adjustments related to organizational costs . ............ 319
Share bascd compensation . .. ... ... .o e 627
Net tax adjustments related to interest income .. ... .. ... ... 2,342
Book derivative loss inexcess of tax loss . .. ... ... oL 2,796
Capital loss imitation ... ... ... ...t 2,168
[mpairment losses not deductible for tax purposes. . ............ 5,782
DT . o L e (24)
Net adjusiments 1o GAAP to net income . ................. 14,010
REIT taxable income . . ... ... e $27,958
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We believe that the presentation of our REIT taxable income is useful to investors because it
demonstrates to investors the minimum amount of distributions we must make in order to maintain our
qualification as a REIT and not be obligated to pay federal and state income taxes. However, beyond
our intent to distribute to our stockholders at teast 90% of our REIT taxable income on an annual
basis to maintain our REIT qualification, we do not expect that the amount of distributions we make
will necessarily correlate to our REIT taxable income. Rather, we expect to determine the amount of
distributions we make based on our cash flow and what we believe to be an appropriate and
compelitive dividend yield relative to other specialty finance companies and mortgage REITs. REIT
taxable income will not necessarily bear any close relation to cash flow. Accordingly, we do not
consider REIT taxable income to be a reliable measure of our liquidity although the related
distribution requirement can impact our liquidity and capital resources. Moreover, there are limitations
associated with REIT taxable income as a measure of our financial performance over any period. As a
result, REIT taxable income should not be considered as a substitute for our GAAP net income as a
measure of our financial performance.

Impact of Inflation

Our operating results depend in part on the difference between the interest income earned on our
interest-carning assets and the interest expense incurred in connection with our interest-bearing
liabilities. Changes in the general level of interest rates prevailing in the economy in response to
changes in the rate of inflation or otherwise can affect our income by affecting the spread between our
interest-carning assets and interest-bearing liabilities, as well as, among other things, the value of our
interest-carning assets. Interest rates are highly sensitive to many factors, including governmental
monelary and tax policies, domestic and international economic and political considerations, and other
factors beyond our control. We employ the use of correlated hedging strategies to limit the effects of
changes in interest rates on our operations, including engaging in interest rate swaps to minimize our
exposure to changes in interest rates. There can be no assurance that we will be able to adequately
protect against the foregoing risks or that we will ultimately realiz¢ an economic benefit from any
hedging contract into which we enter. Our financial statements are prepared in accordance with GAAP
and our distributions are determined by our board of directors consistent with our obligation to
distribute to our stockholders at least 90% of our REIT taxable income on an annual basis to maintain
our REIT qualification: in each case, our activities and balancc sheet are measured with reference to
historical cost and or fair market value without considering inflation.

Quantitative and Qualitative Disclosures about Market Risk.

The principal objective of our asset/liability management activities is to maximize net investment
income, while minimizing levels of interest rate risk. Net investment income and interest expense are
subject (o the risk of interest rate fluctuations. To mitigate the impact of fluctuations in interest rates,
we use interest rate swaps to effectively convert variable rate liabilities to fixed-rate liabilities for
proper matching with fixed-rate assets. Each derivative used as a hedge is matched with an asset or
liability with which it has a high corretation. The swap agrecments are generally heid-to-maturity and
we do not use derivative financial instruments for trading purposes. We use interest rate swaps (o
effectively convert variable rate debt to fixed-rate debt for the financed portion of fixed-rate assets. The
differential to be paid or received on these agreements is recognized as an adjustment (o the interest
expense related to debl and is recognized on the accrual basis.

As of December 31, 2007, the primary component of our market risk was interest rate risk, as
described below. Although we do not seek to avoid risk completely, we do believe the risk can be
quantificd from historical experience and we seek to actively manage that risk, to earn sufficient
compensation to justify taking those risks and to maintain capital levels consistent with the risks we
undertake.
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Interest Rate Risk—We are subject to interest rate risk in connection with most of our investments
and our related debt obligations, which are generally repurchase agreements of limited duration thart
are periodically refinanced at current market rates. We mitigate this risk through utilization of
derivative contracts, primarily intercst rate swap agreements. With respect 10 our commercial real
estate investments, we manage interest rate risk through the use of fixed-rate mortgage loans.

Yield Spread Risk—Most of our investments are also subject to yield spread risk. The majority cf
these sccurities are fixed-rate securities, which are valued based on a market credit spread over the rale
payable on fixed-rate U.S. Treasuries of like maturity. In other words, their value is dependent on the
yield demanded on such securities by the market, as based on their credit relative to U.S. Treasuries.
An excessive supply of these securities combined with reduced demand will generally cause the market
to require a higher yield on these securities, resulting in the use of a higher or “wider” spread over the
benchmark rate (usually the applicable U.S. Treasury sccurity yicld) to value these securities. Under
these conditions, the value of our real estate securities portfolio would tend to decrease. Conversely, if
the spread used to value these securities were to decrease or “lighten,” the value of our real estate
securitics would tend to increase. Such changes in the market value of our real estate securities
portfolio may affect our net equity or cash flow either directly through their impact on unrealized gains
or losses on available-for-sale securities by diminishing our ability to realize gains on such sccuritics, or
indirectly through their impact on our ability to borrow and access capital.

Effect on Net Investment Income—We fund a portion of our investments with short-term
borrowings under repurchase agreements. During periods of rising intcrest rates, the borrowing costs
associated with those investments tend to increase while the income earned on such investments could
remain substantially unchanged. This results in a narrowing of the nct interest spread between the
related assets and borrowings and may even result in losses.

On December 31, 2007, we were party to 16 interest rate swap contracts and three intcrest rate
cap contracts. The following table summarizes the expiration dates of these contracts and their notional
amounts (in thousands):

Expiration Date Notional Amount
2008 . . e e e e s $ 296,000
2000 . e e e e 200,000
7.3 3 e 30,000
71 17 40,000
2003 e e e e 50,413
2005 e e e 14,000
2000 . e e e e 45,000
2007 e e e e e e e 13,000
2018 e e e e e 240,467
2020 . L e e e e 109,045
2020 . e e e e 41,3868
TOTAL . .ottt e e e e $1,079,313

Hedging techniques are partly based on assumed levels of prepayments of our fixed-rate and
hybrid adjustable-rate RMBS. If prepayments are slower or faster than assumed, the life of the RMBS
will be longer or shorter, which would reduce the effectiveness of any hedging strategies we may use
and may cause losses on such transactions. Hedging strategies involving the use of derivative securitics
are highly complex and may produce volatile returns.

Extension Risk—We invest in Agency MBS and RMBS, some of which have interest rates that are
fixed for the first few years of the loan (typically three, five, seven or 10 years) and thereafter reset
periodically on the same basis as adjustable-rate Agency MBS and RMBS. We compute the projected
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weighted average life of our Agency MBS and RMBS based on assumptions regarding the rate at
which the borrowers will prepay the underlying mortgages. In general, when a fixed-rate or hybrid
adjustable-rate residential mortgage-backed security is acquired with borrowings, we may, bul are not
required to, enter into an interest rate swap agreement or other hedging instrument that effectively
fixes our borrowing costs for a period close to the anticipated average life of the fixed-rate portion of
the related Agency MBS and RMBS. This strategy is designed to protect us from rising interest rates
because the borrowing costs are fixed for the duration of the fixed-rate portion of the related
residential mortgage-backed security.

However, if prepayment rates decrease in a rising interest rate environment, the life of the
fixed-rate portion of the related Agency MBS and RMBS could extend beyond the term of the swap
agreement or other hedging instrument. This could have a negative impact on our results from
operations, as borrowing costs would no longer be fixed after the end of the hedging instrument while
the income earned on the Agency MBS and RMBS would remain fixed. This situation may also cause
the market value of our Agency MBS and RMBS to decline, with little or no offsetting gain from the
related hedging transactions. In extreme situations, we may be forced to sell assets to maintain
adequate liquidity, which could cause us to incur losses.

Hybrid Adjustable-Rate Agency MBS Interest Rate Cap Risk—We also invest in hybrid adjustable-rate
Agency MBS, which are based on mortgages that are typically subject to periodic and lifetime interest
rate caps and floors, which limit the amount by which the security’s interest yield may change during
any given period. However, our borrowing costs pursuant to our repurchase agreements will not be
subject to similar restrictions. Therefore, in a period of increasing interest rates, intercst rate costs on
our borrowings could increase without limitation by caps, whilc the interest-rate yields on our hybrid
adjustable-rate Agency MBS would effectively be limited by caps. This problem will be magnified to the
extent we acquire hybrid adjustable-rate Agency MBS that are not based on mortgages which are fully
indexed. In addition, the underlying mortgages may be subject to periodic payment caps that result in
some portion of the interest being deferred and added to the principal outstanding. This could result in
our receipt of less cash income on our hybrid adjustable-rate Agency MBS than we need in order to
pay the interest cost on our related borrowings. These factors could lower our net investment income
or cause a net loss during periods of rising interest rates, which would harm our financial condition,
cash flows and results of operations.

Interest Rate Mismatch Risk—We intend to continue to fund a substantial portion of our
investments with borrowings that, after the effect of hedging, have interest rates based on indices and
repricing terms similar to, but of somewhat shorier maturities than, the interest rate indices and
repricing terms of our investments. Thus, we anticipate that in most cases the interest rate indices and
repricing terms of our mortgage assets and our funding sources will not be identical, thereby creating
an interest rale mismatch between assets and liabilities. Therefore, our cost of funds would likely rise
or fall more quickly than would cur earnings rate on assets. During periods of changing interest rates,
such interest rate mismatches could negatively impact our financial condition, cash flows and results of
operations. To miligate interest rate mismatches, we may utilize hedging strategies discussed above.

Our analysis of risks is based on management’s experience, estimates, models and assumptions.
These analyses rely on models that utilize estimates of fair value and interest rate sensitivity. Actual
economic conditions or implementation of investment decisions by our management may produce
results that differ significantly from the estimates and assumptions used in our models and the
projected results shown in this Annual Report on Form 10-K.

Prepayment Risk—Prepayments are the full or partial repayment of principal prior to the original
term to maturity of a mortgage loan and typically occur due to refinancing of morigage loans.
Prepayment rates for existing RMBS generally increase when prevailing interest rates fall below the
market rate existing when the underlying mortgages were originated. In addition, prepayment rates on
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adjustable-rate and hybrid adjustable-ratc RMBS generally incrcase when the difference between
long-term and short-term interest rates declines or becomes negative. Prepayments of RMBS could
harm our results of operations in several ways. Some adjustable-rate mortgages underlying our
adjustablc-rate RMBS may bear initial “teaser” interest rates that are lower than their “fully-indexed”
rates, which refers to the applicable index rates plus a margin. In the event that such an adjustable-rate
mortgage is prepaid prior 1o or soon after the time of adjustment 10 a fully-indexed rate, the holder of
the related RMBS would have held such security while it was less profitable and lost the opportunity to
receive interest at the fully-indexed rate over the expected life of the adjustable-rate RMBS.
Additionally, we currently own mortgage assets thal were purchased at a premium. The prepayment of
such asscls al a rate faster than anticipated would result in a write-off of any remaining capitalized
premium amount and a consequent reduction of our net investment income by such amount. Finally, in
the event that we are unable to acquire new mortgage assets to replace the prepaid assets, our financial
condition, cash flow and resulis of operations could be negatively affected.

Credit Risk—Our portfolio of commercial real estate loans and securities is subject to a high
degree of credit risk. Credit risk is the exposure to loss from debtor defaults. Default rates are subject
to a wide variety of factors, including, but not limited to, property performance, property management,
supply and demand factors, construction trends, consumer behavior, regional economics, interest rates,
the strength of the Unites States economy and other factors beyond our control.

All loans are subject to a certain probability of default. We underwrite our CMBS and RMBS
investments assuming the underlying loans will suffer a certain dollar amount of defaults and the
defaults will lead to some level of realized losses. Loss adjusted yields are computed based on these
assumptions and applied to cach class of security supported by the cash flow on the underlying loans.
The most significant variables affecting loss adjusted yields include, but are not limited to, the number
of defaults, the severity of loss that occurs subsequent to a default and the timing of the actual loss.
The different rating levels of CMBS will react differently to changes in these assumptions. The lowest
rated sceurities are generally more sensitive to changes in timing of actual losses. The higher rated
securities are more sensitive to the severity of losses,

We generally assume that substantially all of the principal of a non-rated sceurity will not be
recoverable over time. The timing and the amount of the loss of principal are the key assumptions o
delermine the economic yield of these securities. Timing is of paramount importance because we will
assume substantial losses of principal on the non-rated securities, therefore the longer the principal
balance remains outstanding the more intcrest the holder receives to support a greater economic
return. Alternatively, if principal is lost faster than originaily assumed, there is less opportunity to
receive interest and a lower return or loss may result.

If actual principal losses on the underlying loans exceed assumptions, the higher rated securities
will be affected more significantly as a loss of principal may not have been assumed. We expect that
most if not all principal will be recovered with respect to classes rated B or higher.

We manage credit risk through the underwriting process, establishing loss assumptions and
monitoring of loan performance. Before acquiring an interest in the controlling class security
(represented by a majority ownership interest in the most subordinate tranche) in a proposed pool of
loans, we perform a rigorous analysis of all of the proposed underlying loans. Information from this
review is then uscd to establish loss assumptions. We assume that a certain portion of the loans will
default and calculate an expected or loss adjusted yield based on that assumption. After the securities
have been acquired, we monitor the performance of the loans, as well as external factors that may
affect their value.

Factors that indicate a higher loss severity or acceleration of the timing of an expected loss will
cause a reduction in the expected yield and therefore reduce our earnings. Furthermore, we may be
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required to write down a portion of the accreted cost basis of the affecled assets through a charge to
income.

We will also invest in commercial real estate loans, primarily mezzanine loans, bridge loans,
B-notes, loans to real estate companies, whole mortgage loans, first mortgage participations and net
leased real cstate. We may also invest in residential mortgages and related securities. These investments
will be subject to credit risk. The extent of our credit risk exposure will be dependent on risks
associated with commercial and residential real estate. Property values and net operating income
derived from such properties arc subiect to volatility and may be affected adversely by a number of
factors, including, but not limited to, national, regional and local economic conditions (which may be
adversely affected by industry slowdowns and other factors); local real estate conditions (such as an
oversupply of housing, retail, industrial, office or other commercial space); changes or continued
weakness in specific industry segments; construction quality, age and design; demographic factors;
retroactive changes to building or similar codes; and increases in operating expenses (such as energy
costs). In the event a borrower’s net operating income decreases, the borrower may have difficulty
repaying our loans, which could result in losses to us. In addition, decreases in property values reduce
the value of the collaleral and the potential proceeds available to a borrower to repay our loans, which
could also cause us to suffer losses. When we underwrite the origination of a commercial real estate
loan, we do not underwrite to an cxpected loss; when we underwrite the purchase of a commercial real
eslate loan, we may underwrite to an expected loss bascd on the price of the loan.

Effect on Fair Value—Another component of interest rate risk is the effect changes in interest rates
will have on the market value of our assets. We face the risk that the market value of our assets will
increase or decrease at different rates than that of our liabilities, including our hedging instruments. We
primarily assess our interest rate risk by estimating the duration of our assets and the duration of our
liabilities. Duration essentially measures the market price volatility of financial instruments as interest
ratcs change. We gencrally calculate duration using various financial models and empirical data.
Different models and methodologics can produce different duration numbers for the same securities.

The following interest rate sensitivity analysis is measured using an option-adjusted spread model
combined with a proprietary prepayment model. We shock the curve up and down 100 basis points and
analyze the change in interest rates, prepayments and cash flows through a Monte Carlo simulation. We
then calculate an average price for cach scenario, which is used in our risk management analysis.
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The following sensitivity analysis table shows the estimated impact on the fair value of our interest
rate-sensilive investments, repurchase agreement liabilities, CDO liabilitics, senior mortgage-backed
notes, morigages payable, junior subordinated notes and swaps, at December 31, 2007, assuming rates
instantaneously fall 100 basis points and rise 100 basis points:

Interest Rates Interest Hates
Fall 100 Rise 100
Basis Points Unchanged Basis Points

(Dollars in thousands)
Mongage assets and other securities available for sale(1)

Fairvalue . . .. .. e $ 1,867,173 § 1815246 § 1,771,645
Change in fairvalue . ............. .. ... it § 51,927 — § (43,601)
Change as a percent of fairvalue . . ..................... 2.86% — (1.40)%
‘Real estate loans

Fair valUe . . . o o e e e e e e e e $ 178030 §$ 170402 § 163,293
Change infairvalue . ............. ... ... ... . .ot $ 7,628 — % (7,109)
Change as a percentof fairvalue . .. .................... 4.48% — (4.17)%
Other investments(2)

Fair value . . ..o e e e $ 37195 $ 37175 & 37,175
Change in fairvalue . ...... ... ... .. ... ... L n/m — n/m
Change as a percent of fairvalue . ... ................... n/m — n/m
Repurchase agreements(3)

Fairvalue . .. ... .. e $(1,276,121)  $(1,276,121) §(1,276,121)
Change in fairvalue . .. ... ... ... .. . .. i n/m — n/m
Change as a percent of fairvalue . . ... .................. n/m — nf/m
CDOQO liabilities

Fairvaluc. ... ... .. e $ (299,034) § (299,034) § (299,034)
Change infairvalue . ... ... .. ... .. o o n/m — n/m
Change as a percent of fairvalue . ... ... .. ... ... .. ... n/m — n/m
Senior mortgage-backed notes, related party

Fair vallue . . . .o e e i e e $ (92271) § (92271) ¥ (92271)
Change in fairvalue .. ..., ... ..o n/m — wm
Change as a percent of fairvalue .. ... ........... ... ... n/m — 1/m
Mortgages payable

Fairvalue . .. .. e e $ (230,719) $ (217,660y $ (204,600)
Change in fairvalue .. ... ... .. .. $  (13,060) — § 13060
Change as a percent of fairvalue . . ... ... ... ... ... 6.00% — (6.00)%
Junior subordinated notes

Fairvalue . ... e e $ (34,626) § (32,068) 3 (29.864)
Change in fair value ... ... ... . ... . . ... . . § (2,558) — % 2,204
Change as a percent of fairvalue .. ........... ... ... ... 7.98% — (6.87Y%
Secured revolving credit facility, related party

Fair value . . . . i e § (67319) $ (67319 § (67,319)
Change in fairvalue .. ... . ... ... i n/m — n/m
Change as a percent of fair value . ......... ... ... .. .. n/m — n/m
Designated and undesignated interest rate swaps and caps

Fairvalue . .. .. ..o $ (68,607) $ (24,350) $ 15946
Change in fairvalue .. ... ... ... .. i $  (44,257) — § 40,296
Change as a percent of notional value . . .................. (4.52)% — £.12%
Credit default swaps (net)

Fair value . . ..o o it e e e $ (33.696) $ (32908) $§ (32,164)
Change infairvalue . ... ... .. .. ... .o oo 5 {788) — 3 744
Change as a percent of notional value . . . ................. (1.05)% — {+.99%

(1) The fair value of all of cur available-for-sale investments is included.
(2) The fair value of our other investments.that are sensitive to interest rate changes is included.
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(3) The fair value of the repurchase agreements would not change materially due to the short-term nature
of these instruments.
n/m = not meaningful

The following sensitivity analysis table shows the estimated impact on the fair vaive of our interest
rale-sensitive investments, repurchase agreement liabilities, CDO liabilities and swaps, at December 31,
2006, assuming rates instantancously fall 100 basis points and rise 100 basis points:

Interest Rates Interest Rates
Fall 100 Rise 100
Basis Points Unchanged Basis Points

(Dollars in thousands)
Mortgage assels and other securities available for sale(1)

Fairvalue. . ... ... ... . . $ 3,405,891 $ 3342608 $ 3,270,065
Change infairvalue . ..., ....... ... ... ... .. ... ... $ 63,283 — § (72543
Change as a percent of fairvalue . . ........ ... .. ........ 1.89% — 217)%
Real estate loans

Fairvalue . . ... .. e § 249866 § 235900 § 224500
Change in fairvalue . ... ... .. ... ... ... ... ..., ... .. 3 13966 — § (11,400)
Change as a percent of fairvalue . ... ................... 3.92% — (4.83)%
Other invesiments

Fairvalue . .. ... ... e £ 20133 $ 20133 § 20133
Change infairvalue ............... ... ... .. ... n/m — n/m
Change as apercentof fadrvalue . ... .. ... o o oL n/m — n/m
Repurchase agreements(2)

Fairvalue . .. ... ... .. ... . ... $(2,868,449) $(2,868,449} §(2,868,449)
Change infairvalue . ............. ... ... . ........... n/m — n/m
Change as a percentof fairvalue . ...................... n/m —_ n/m
CDQO liabilities

Fairvalue . . . ... ... e $ (195245) $ (194,396) $ (193,585)
Changeinfairvalue .. ... ... .. ... ... ... ... ......... $ (849) — 3 811
Change as a percent of fairvalue . ... ... . ... . ....... 0.44% — {0.42)%
Designated and undesignated interest rate swaps and caps

Fairvalue. . ... .. . L £ (34207 $ 11,296 § 56,177
Change in fairvalue . ................ ... ............ $  (45503) — § 44881
Change as a percent of notional value . . ... ... ... ......... (2.71)% — 2.67%
Credit default swaps (net)

Fairvalue . ... .. ... ... . e b 3463 % 3305 % 3,146
Change infairvalue . ...... ... ... ... ..... .. ..., . .... ¥ 158 — % (159)
Change as a percent of notionalvalue . . .. ......... ... .... 0.14% — (0.14)%
Cross currency swaps

Fairvalue . . . .. ... e e h3 890 §% 1980 § 3,071
Changeinfairvalue .. ... ... ... ... ... ... ... ... P (1,090 — % 1,0,
Change as a percent of notional value . . . ................. (1.79% — 1.79%

(1) The fair value of all of our available-for-sale investments is included.

(2) The fair value of the repurchase agreements would not change materially due to the short-term nature
of these instruments.
n/m = not meaningful

[t is important to note that the impact of changing interest rates on fair valuc can change
significantly when intcrest rates change beyond 100 basis points from current levels. Therefore, the
volatility in the fair value of our assets could increase significantly when interest rates change beyond
100 basis points. In addition, other factors affect the fair value of our interest rate-sensilive investments
and hedging instruments, such as the shape of the yield curve, market expectations as to future interest
ratc changes and other market conditions. Accordingly, in the event of changes in actual interest rates,
the change in the fair value of our assets would likely differ from that shown above, and such
difference might be material and adverse to our stockholders.
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Currency Risk—In August 2007, we sold a commercial real estate loan that was denominated in
Canadian dollars and in September 2007, we sold an investment that was denominated in British
pounds. The corresponding repo debt and foreign currency swaps related (o these investments were
also terminated. As a result of these sales, we no longer had any foreign currency exposure as of
December 31, 2007. However, from time to time, we may make other investments that are
denominated in a foreign currency through which we may be subject to foreign currency exchange risk.

Changes in currency rates can adversely affect the fair values and earnings of our non-U.S.
holdings. We attempt to mitigate this impact by utilizing currency swaps on our foreign currency-
denominated investments or foreign currency forward commitments to hedge the net exposure.

Related Party Transactions

We have entered into a management agreement, as amended (the “Agreement”), with our
Manager. The initial term of the Agreement expires in December 2008. Afier the initial term, the
Agreement will be automatically renewed for a one-year term each anniversary date thereafier unless
we or our Manager terminate the Agreement. The Agreement provides that our Manager will provide
us with investment management services and certain administrative services and will perform our
day-to-day operations. The monthly base management fee for such services is equal to 1.5% of
one-twelfth of our equity, as defined in the Agreement, payable in arrears. In March 2008, we and cur
Manager agreed that during 2008, we would the base management fee in shares of our common stoek,
rather than in cash.

In addition, under the Agreement, our Manager earns a quarterly incentive fee equal 1o 25% of
the amount by which thc quarterly net income per share, as defined in the Agreement (which
principally excludes the cffect of stock compensation and the unrealized change in derivatives), exceeds
an amount equal (o the product of the weighted average of the price per share of the common stock
we issued in our March 2005 private offering and in our [PO and the price per share of common stack
in any subsequent offerings by us, multiplied by the higher of (i) 2.4375% or (ii) 25% of the then
applicable 10 year Treasury note rate plus 0.50%, multiplicd by the then weighted average number of
outstanding shares for the quarter. The incentive fee is paid quarterly. The Agreement provides that
10% of the incentive management fee is 1o be paid in shares of our common stock (providing that such
payment does not result in our Manager owning directly or indirectly more than 9.8% of our issued
and outstanding common stock) and the balance is to be paid in cash. Qur Manager may, at its sole
discretion, elect to receive a greater percentage of its incentive management fee in shares of our
common stock. The incentive management fees included in our consolidated statements of operations
that were incurred during the years ended December 31, 2007 and 2006 and during the period
March 15, 2005 (commencement of operations) to December 31, 2005 were $0.1 million, $0.1 million
and $0 million, respectively.

The Agreement may be terminated upon the affirmative vote of at least two-thirds of the
independent members of our board of directors after the expiration of the initial term and by providing
at lcast 180 days prior notice based upon either: (i) unsatisfactory performance by our Manager that is
materially detrimental to us, or (i) a determination by the independent members of our board of
directors that the management fees payable to our Manager are not fair (subject to our Manager’s
right 1o prevent a compensation termination by agreeing lo a mutually acceptable reduction of the
management fees). If we terminate the Agreement, then we must pay our Manager a termination fee
equal to twice the sum of the average annual base and incentive fees earned by our Manager during
the two twelve-month periods immediately preceding the date of termination, calculated as of the end
of the most recently completed fiscal quarter prior to the date of termination.
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We issued to our Manager 84,000 shares of our restricted common stock and granted options Lo
purchase 126,000 shares of our common stock for a 10 year period at a price of $25 per share in March
2005. We issued to one of our executive officers 30,000 shares of restricted common stock in March
2006. 10,000 of such shares vested on March 15, 2007 and the remaining 20,000 shares were forfeited in
April 2007 when the exccutive officer to whom such shares were issued resigned from his position with
us. We issued to one of our directors 2,000 shares of restricted stock in November 2006 and 2,000
shares of restricted stock in May 2007, both of which vest on the first anniversary of the dale of
issuance. For the years ended December 31, 2007 and 2006 and the period March 15, 2005
(commencement of operations) to December 31, 2005, the base management expense was $5.8 million,
$6.8 million and $4.8 million, respectively. lncluded in the management fee expense for the years ended
December 31, 2007 and 2006 and the period March 15, 2005 {commencement of operations) to
December 31, 2005 was $0.6 million, $1.0 million and $0.6 million, respectively, of amortization of
stock-based compensation related to restricted stock and options granted.

The Agreement provides that we are required to reimburse our Manager for certain expenses
incurred by our Manager on our behalf provided that such costs and reimbursements are no greater
than that which would be paid to outside professionals or consultants on an arm’s length basis. For the
years ended December 31, 2007 and 2006 and the period March 15, 2005 (commencement of
operations) to December 31, 2005, we were not charged any reimbursable costs by our Manager.

In Janvary 2007, we purchased a $28.5 million investment in BREF One, LLC (the “Fund”), a reat
estate finance fund sponsored by Brookfield Asset Management Inc. (“Brookfield”), the indirect parent
of our Manager, and managed by a Brookfield subsidiary, and incurred a $10.4 million unfunded
capital commitment to the Fund. The acquisition was made from two subsidiaries of Brookfield. As of
December 31, 2007, the unfunded commitment totaled $1.5 million. In addition, income from the
equitly investment in the Fund for the year ended December 31, 2007 was $2.6 million.

In February 2007, we entered into a sale and purchase agreement with BREOF BNK Fannin LP
and BREOF BNK Phoenix LLC, two subsidiaries of a real estate opportunity fund sponsored by
Brookfield and managed by a Brookfield subsidiary, to acquire two commercial properties as described
in Note 5 1o our financial statements for a total value of $234.7 million. We paid the purchase price for
the properties with the proceeds from a $198.5 million mortgage loan from an external lender that
bears interest at an annual fixed rate of 5.509% and matures on April 1, 2017 and with available cash.
In addition to the sale and purchase agrcement, we entered into rent enhancement agreements with
BREOF BNK Fannin LP and BREOF BNK Phocnix LLC under which we will receive monthly rent
enhancement payments through 2015 totaling $15.9 million.

In April 2007, we issucd $115.0 million of senior mortgage-backed notes through a newly-formed
subsidiary, CRZ ABCP Financing LLC. We retained $9.3 million of senior subordinated mortgage-
backed notes and $4.3 million of subordinated mortgage-backed notes. CRZ ABCP Financing LLC
holds assets, consisting of commercial whole mortgage loans, which serve as collateral for the mortgage-
backed notes. Senior mortgage-backed notes in the aggregate principal amount of $101.5 million were
issued 10 an affiliate of our Manager with floating coupons with an interest rate of three-month LIBOR
plus 0.35%. Interest on the senior mortgage-backed notes is payable monthly. The senior mortgage-
backed notes mature in April 2017 and the outstanding principal is duc at maturity. Early repayments
of the underlying mortgage loans requirc repayment of a portion of the senior mortgage-backed notes.
The senior mortgage-backed notes are treated as a secured financing, and are non recourse to us.
Proceeds from the sale of the senior mortgage-backed notes issued were used to repay outstanding debt
under our repurchase agreements. As of December 31, 2007, the mortgage-backed notes were
collateralized by real estate loans with a carrying value of $114.6 million.

In August 2007, we entered into a $100.0 million unsecured 364-day credit facility with Brookfield
US Corporation, an affiliate of our Manager. Indebledness outstanding under the unsecured credit
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facility bore interest at LIBOR + 4.00%. In November 2007, we and Brookfield US Corporation
amended the terms of the facility, effective as of September 30, 2007, to convert the facility to a
secured revolving credit facility that provides for borrowings of up to $100.0 million in the aggregate
and expires in May 2009. On March 7, 2008, we and Brookfield US Corporation amended the terms of
the facility, effective as of December 31, 2007, to extend the term of the facility from November 2008
to May 2009, 1o revise the financial covenant relating to minimum net worth and te eliminate the
financial covenants relating to minimum net income (as defined in the facility), a maximum leverage
ratio and interest rate sensitivity. The secured facility bears interest at LIBOR + 2.50%. The credit
facitity and the amendments were approved by the independent members of our board of direciors.
The credit agreement contains customary representations, warranties and covenants, including
covenants limiting dividends, liens, mergers, asset sales and other fundamental changes. In addition, the
credit agreement contains additional covenants, which include maintaining a certain minimum net
worth. As of December 31, 2007, we owed $67.3 million under this facility.

In August 2007, we sold one whole loan to an affiliatc of our Manager at its carrying value plus
accrued interest receivable, for total proceeds of $45.4 million.

In September 2007, we entered into a sale and purchase agreement with BREOF BNK2
Arlington LP, a subsidiary of a real estate opportunity fund sponsored by Brookfield and managed ty a
Brookfield subsidiary, to acquire onc commercial property as described in Note 5 to our financial
statements for a total value of $26.5 miltion. We paid the purchase price for the property with the
proceeds from a $20.9 million mortgage loan from an external lender that bears interest at an annual
fixed rate of 6.29% and matures on October 1, 2017 and with avatlable cash. In addition 1o the sale
and purchase agreement, we entered into rent enhancement agreements with BREOF BNK2
Arlington LLP under which we will receive monthly rent enhancement payments through 2019 totaling
£6.9 million.

We and our Manager have entered into sub-advisory agreements with other affiliated entities and
the fees payable under such agreements will be paid from any management fees earned by our
Manager. In addition, certain of these affiliated sub-advisory entities introduced investments to us for
purchase that we acquired for a total of $289.0 million and $21.4 million during the years ended
December 31, 2007 and 2006, respectively. The purchase price of three commercial real estate
properties that we purchased from an affiliate of our Manager, at a total cost of approximately
$260.5 million, were determined as part of a competitive bid process, and the purchase price of our
investment in a private equity fund managed by an affiliate of our Manager, at a total initial cost of
approximately $28.5 million, was acquired at its book value assuming hypothetical liquidation. All such
acquisitions were approved in advance by the independent members of our board of directors.

Risk Management

To the extent consistent with maintaining our REIT status, we seek to manage our interest rate
risk exposure to protect our portfolio of RMBS and other mortgage securities and refated debt against
the effects of major interest rate changes. We generally seek to manage our interest rate risk by:

+ monitoring and adjusting, if necessary, the reset indices and interest rates related to our MB3
and our borrowings,

* altempting to structurc our borrowing agreements to have a range of different maturities, terms,
amortizations and interest rate adjustment periods;

* using derivatives, financial futures, swaps, options, caps, floors and forward sales, to adjust the
interest rale sensitivity of our MBS and our borrowings; and
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* actively managing, on an aggregatc basis, the interest rate indices, interest rate adjustment
periods, and gross reset margins of our MBS and the interest rate indices and adjustment
periods of our borrowings.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk,

See the discussion of quantitative and qualitative disclosures about market risk in the “Quantitative
and Qualitative Disclosures About Market Risk” section of Management’s Discussion and Analysis of
Financial Condition and Results of Operations in Item 7 above.

Item 8. Financial Statements and Supplementary Data.

The financial statements required by this item and the reports of the independent accountants
thereon appear on pages F-2 to F-63. See accompanying Index to the Consolidated Financial
Statements on page F-1. The supplementary financial data required by Item 302 of Regulation S-K
appears in Note 19 to the consolidated financial statcments,

Hem 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.
None

Item 9A. Controels and Procedures.
Evaluation of Disclosure Controls and Procedures

We maintain disclosure controls and procedures that are designed to ensure that information
required 1o be disclosed in our Exchange Act reports is recorded, processed, summarized and reported
within the time periods specified in the SEC’s rules and forms, and that such information is
accumulated and communicated 1o our management, including our Chief Executive Officer and Chief
Financial Officer, as appropriate, to allow timely decisions regarding required disclosure based closely
on the definition of “disclosure controls and procedures” in Rule 13a-15(e). In designing and evaluating
the disclosure controls and procedures, management recognizes that any controls and procedures, no
matter how well designed and operated, can provide only reasonable assurance of achieving the desired
control objectives, and management necessarily was required to apply its judgment in evaluating the
cost-benefit relationship of possible controls and procedures. Also, we have investments in certain
unconsolidated entities. As we do nol control these entities, our disclosure controls and procedures
with respect 1o such cntities are necessarily substantially more limited than those we maintain with
respect to our consolidated subsidiaries.

As of the end of the period covered by this report, we carried out an evaluation, under the
supervision and with the participation of our management, including our Chief Executive Officer and
our Chief Financial Officer, of the effectiveness of the design and operation of our disclosure controls
and procedures. Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer
concluded that our disclosure controls and procedures were effective as of the end of the period
covered by this report.

Management’s Annuwal Report on Internal Control over Financial Reporting

We are responsible for establishing and maintaining adequate internal control over financial
reporting, as such term is defined in Exchange Act Rules 13a-15(f) and 15d-15(f). Under the
supervision and with the participation of our management, including our Chief Exccutive Officer and
Chief Financial Officer, we conducted an evaluation of the effectiveness of our internal control over
financial reporting as of December 31, 2007 based on the framework in Internal Control-Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
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(COSO). Basced on that evaluation, we concluded that our intcrnal control over financial reporting vas
effective as of December 31, 20()7_.

Attestation Report of Registered Public Accounting Firm

QOur independent registered public accounting firm, Ernst & Young LLF, independently assessed
the effectiveness of our internal control over financial reporting. Ernst & Young's report appears on
page F-3 of this Form 10-K.

Changes in Internal Controls

There have been no significant changes in our “internal control over financial reporting” (as
defined in Rule 13a-15(f) of the Exchange Act) that occurred during the year ended December 31,
2007 that have materially affected, or are reasonably likely to materially affect, our internal control
over financial reporting.

[tem 9B. Other Information.
On March 7, 2008, we and Brookfield US Corporation amended the terms of our Amended and

Restated Revolving Credit Agreement. See the sixteenth paragraph under “Liquidity and Capital
Resources” in Itemn 7 for information concerning the amendment.
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PART IlI
Item 10. Directors, Executive Officers and Corporate Governance,

The information required by Items 401, 405 and 406 and paragraphs (c)(3), (d)}{4} and (d)(5) of
Item 407 of Regulation S-K is incorporated herein by reference to the Company’s definitive proxy
statement to be filed not later than April 29, 2008 with the Securitics and Exchange Commission
pursuant to Regulation 14A under the Exchange Act.

Item 11, Executive Compensation.

The information required by Item 402 and paragraphs {¢)(4) and {e){5) of Item 407 of
Regulation S-K is incorporated herein by reference to the Company’s definitive proxy statcment to be
filed not later than April 29, 2008 with the Sccurities and Exchange Commission pursuant to
Regulation 14A under the Exchange Act.

Item 12, Security Ownership of Certain Beneficial Owners and Management and Refated Stockholder
Matters.

The information required by Items 201(d) and 403 of Regulation $-K is incorporated herein by
reference to the Company’s definitive proxy statcment to be filed not later than April 29, 2008 with the
Securities and Exchange Commission pursuant to Regulation 14A under the Exchange Act.

Item 13. Certain Relationships and Related Transactions, and Director Independence.

The information required by Items 404 and 407(a) of Regulation S-K is incorporated herein by
reference to the Company's definitive proxy stalement to be filed not later than April 29, 2008 with the
Securities and Exchange Commission pursuant to Regulation 14A under the Exchange Act.

Item 14. Principal Accounting Fees and Services,

The information required by Item 9(e) of Schedule 14A is incorporated herein by reference to the
Company’s definitive proxy statement to be filed not later than April 29, 2008 with the Securities and
Exchange Commission pursuant to Regulation 14A under the Exchange Act.
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PART IV

Item 15. Exhibits, Financial Statement Schedules.

(a)(1) Financial Statements

See the accompanying Index to Financial Statement Schedules on page F-1.
(a)(2) Consolidated Financial Statement Schedudes

See the accompanying Index to Financial Statement Schedules on page F-1.
(a)(3) Exhibits

The information below under the heading “Exhibit Index” is incorporated herein by reference.
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SIGNATURES

Pursuant to the requirements of Section 13 or Section 15(d) of the Securitics Exchange Act of
1934, the registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto
duly authorized.

CRYSTAL RIVER CAPITAL, INC,

March 13, 2008 /s/ CLIFFORD E. Lal

Date Clifford E. Lai
President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the registrant and in the capacities and on the dates
indicated.

March 13, 2008 /s!/ BRUCE K. ROBERTSON

Date Bruce K. Robertson
Chairman of the Board of Dircctors

March 13, 2008 /s CLIFFORD E, Lal

Date Clifford E. Lai
President, Chief Executive Officer and Director
(Principal Executive Officer)

March 13, 2008 /s CraIG J. LAURIE

Date Craig J. Laurie
Chief Financial Officer and Treasurer
(Principal Financial and Accounting Officer)

March 13, 2008 fs/ RODMAN L. DRAKE
Date Rodman L. Drake, Dircctor
March 13, 2008 /s! JANET GRAHAM

Date Janet Graham, Director
March 13, 2008 /s/ HARALD HANSEN
Dale Harald Hansen, Director
March 13, 2008 /s/ WiLLIAM F. PAULSEN
Date William FE Paulsen, Director
March 13, 2008 /st Louls P. SALVATORE
Date Louis P. Salvatore, Director
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Exhibit
Number

EXHIBIT INDEX

Description

31

3.2

4.1

10.1(a)

10.1(b)

10.1(c)

10.2

10.3(a)

10.3(b)t

10.3(c)

10.3(d)¥

Articles of Amendment and Restatement of Crystal River Capital, Inc. (filed as Exhibit 3.1
to the Company’s Registration Statement on Amendment No. 1 to Form S-11 (File
No. 333-130256) filed on March 1, 2006 and incorporated herein by reference).

Amended and Restated Bylaws of Crystal River Capital, Inc. (filed as Exhibit 3.1 1o the
Company’s Current Report on Form 8-K (File No. 001-32958) filed on May 14, 2007 ancl
incorporated herein by reference).

Form of Certificate of Common Stock for Crystal River Capital, Inc. (filed as Exhibit 4.1 to
the Company’s Registration Statement on Amendment No. 3 to Form §-11 (File
No. 333-130256) fited on July 13, 2006 and incorporated herein by reference).

Amended and Restated Management Agreement, dated as of July 11, 2006, between
Crystal River Capital, Inc. and Hyperion Brookfield Crystal River Capital Advisors, LLC
(filed as Exhibit 10.1(a) to the Company’s Registration Statement on Amendment No. 3 to
Form $-11 (File No. 333-130256) fited on July 13, 2006 and incorporated hercin by
reference).

Sub-Advisory Agreement, dated as of July 10, 2006, among Crystal River Capital, lnc.,
Hyperion Brookfield Crystal River Capital Advisors, L1.C and Brookfield Crystal River
Capital L.P. (filed as Exhibit 10.1(b} to the Company’s Registration Statement on
Amendment No. 3 to Form S-11 (File No. 333-130256) filed on July 13, 2006 and
incorporated herein by reference).

Sub-Advisory Agreement, dated as of March 15, 2005, among Crystal River Capital, Inc.,
Hyperion Crystal River Capital Advisors, LLC and Ranicri & Co., Inc. (filed as

Exhibit 10.1(c) to the Company’s Registration Statement on Amendment No. 3 to

Form $-11 (File No. 333-130256) filed on July 13, 2006 and incorporated herein by
reference).

Registration Rights Agreement, dated as of March 15, 2005, between Crystal River
Capital, Inc. and Deutsche Bank Securities Inc. and Wachovia Capital Markets, LLC (filed
as Exhibit 10.2 to the Company’s Registration Statement on Amendment No. 1 to

Form S-11 (File No. 333-130256) filed on March 1, 2006 and incorporated herein by
reference).

River Capital, Inc. 2005 Long Term Incentive Plan, as amended (filed as Exhibit 10.3(a) to
the Company’s Registration Statement on Amendment No. 3 to Form S-11 (File
No. 333-130256) filed on July 13, 2006 and incorporated herein by reference).

Form of Restricted Stock Award Agreement (filed as Exhibit 10.3(b) to the Company’s
Registration Statement on Amendment No. 3 to Form S-11 (File No. 333-130256) filed on
July 13, 2006 and incorporated herein by reference).

Form of Stock Option Agreement (filed as Exhibit 10.3(c) to the Company’s Registration
Statement on Amendment No. 3 to Form S-11 (File No. 333-130256) filed on July 13, 2006
and incorporated herein by reference).

Form of Restricted Stock Unit Award Agreement (filed as Exhibit 10.3(d) to the
Company’s Registration Statement on Amendment No. 3 to Form §-11 (File
No. 333-130256) filed on July 13, 2006 and incorporated herein by reference).
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Exhibit

Number Description

10.3(e)f  Compensation arrangements with directors (incorporated herein by reference to the
information under the caption “EXECUTIVE AND DIRECTOR COMPENSATON—
Compensation of Directors” in the Company’s Definitive Schedule 14A filed on April 30,
2007).

10.4(a) Amended and Restated Revolving Credit Agreement between Brascan (US) Corporation,
as Lender, and Crystal River Capital, Inc., as Borrower, dated as of November 8§, 2007
(filed as Exhibit 99.1 to the Company’s Current Report on Form 8-K (File No. 001-32958)
filed on November 14, 2007 and incorporated herein by reference).

10.4(b}* Amendment No. 1 to Amended and Restated Revolving Credit Agreement between
Brookfield US Corporation (f/k/a Brascan (US) Corporation), as Lender, and Crystal River
Capital, Inc., as Borrower, dated as of March 7, 2008.

1.1 Statements regarding Computation of Earnings per Share (Data required by Statement of
Financial Accounting Standard No. 128, Earnings per Share, is provided in Notc 15 to the
consolidated financial statements contained in this rcport).

21.1* Subsidiaries of Crystal River Capital, Inc.

23.1% Consent of Ernst & Young LLP.

311 Certification of Clifford E. Lai, Chief Exccutive Officer, as adopted pursuant to Section 302
of the Sarbanes-Oxley Act of 2002.

31.2* Certification of Craig J. Laurie, Treasurer and Chief Financial Officer, as adopted pursuant
o Section 302 of the Sarbanes-Oxley Act of 2002.

32.1¢ Certification of Clifford E. Lai, Chief Executive Officer, pursuant to 18 US.C.

Scction 1350, as adopted pursuant to Scction 906 of the Sarbancs-Oxley Act of 2002.

32.2* Certification of Craig J. Laurie, Trcasurer and Chief Financial Officer, pursuant to 18

U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

t  Represents a management contract or compensatory plan or arrangement.

*  Filed herewith.
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index to Consolidated Financial Statements and Schedules

Management’s Responsibility for Financial Statements . . ... ... ... .. ... ... . ... ... ... F-2
Reports of Independent Registered Public Accounting Firm .. .. ... ... .. ... ... ....... F-3
Audited Financial Statements

Consolidated Balance Sheets as of December 31,2007 and 2006 ... ... ... .. .. ...... F-5

Consolidated Statements of Operations for the years ended December 31, 2007 and 2006 and
for the period March 15, 2005 (commencement of opcrations) to December 31, 2005 .. . .. F-6

Consolidated Statements of Changes in Stockholders’ Equity for the years ended
December 31, 2007 and 2006 and for the period March 15, 2005 (commencement of

operations) 1o December 31, 2005 . .. .. L. L F-7
Consolidated Statements of Cash Flows for the years ended December 31, 2007 and 2006 and
for the period March 15, 2005 (commencement of operations) to December 31, 2005 . . . .. F-8
Notes to Consolidated Financial Statements. ... ... ... ... ... . . .. F-10
Schedule [I-—Valuation and Qualifying Accounts and Reserves . .. ...................... S-1
Schedule I11—Real Estate and Accumulated Depreciation . .......... ... ... ... ... ..... S-2
Schedule [IV—Mortgage Loanson Real Estate. . .. ... ... ... ... ... .. ... .. ......... S-4

All other schedules are omitted because they are not applicable or the required information is
shown in the financial statements or the notes thereto.
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MANAGEMENT'S RESPONSIBILITY FOR FINANCIAL STATEMENTS

Crystal River Capital, Inc.’s management is responsible for the integrity and objectivity of all
financial information included in this Annual Report. The consolidated financial statements have been
prepared in accordance with accounting principles generally accepted in the United States of America.
The financial statements include amounts that are based on the best estimates and judgments of
management. All financial information in this Annual Report on Form 10-K is consistent with that in
the consolidated financial statements.

Ernst & Young LLP, an independent registered public accounting firm, has audited these
consolidated financial statements in accordance with the standards of the Public Company Accounting
Oversight Board (United States) and has expressed herein its unqualified opinion on those financial
statements.

The Audit Commitlee of the Board of Directors, which oversees Crystal River Capital, Inc.’s
financial reporting process on behalf of the Board of Directors, is composed entirely of independent
dircctors (as defined by the New York Stock Exchange). The Audit Committee meets periodically with
management, the independent accountants, and the internal auditors to review matters relating to the
Company’s financial statements and financial reporting process, annual financial statement audit,
engagement of independent accountants, internal audit function, system of internal controls, and legal
compliance and ethics programs as established by Crystal River Capital, Inc.’s management and the
Board of Directors. The internal auditors and the independent accountants periodically meet alone
with the Audit Committee and have access to the Audit Commitiee at any tlime.

Dated: March 13, 2008

Clifford E. Lai Craig J. Laurie
President and Chief Financial Officer
Chief Executive Officer and Treasurer
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REPORT OF INDEPENDENT REGISTERED PUBLIC
ACCOUNTING FIRM

The Board of Directors and Shareholders of Crystal River Capital, Inc. and Subsidiaries

We have audited the accompanying consolidated balance sheets of Crystal River Capital, Inc. and
Subsidiaries (the “Company™) as of December 31, 2007 and 2006, and the related consolidated
statements of operations, shareholders’ equity and cash flows for each of the two years in the peried
ended December 31, 2007 and for the period March 15, 2005 (commencement of operations) to
December 31, 2005. Our audits also included the financial statement schedules listed in the Index as
Item 15(a)(2). These financial statements and schedules are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statements and schedules
based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial stalement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the consolidated financial position of the Company at December 31, 2007 and 2006, and the
consolidated resulis of its operations and its cash flows for each of the two years in the period ended
December 31, 2007 and for the period March 15, 2005 (commencement of operations) to December 31,
2005, in conformity with U.S. generally accepted accounting principles. Also, in our opinion, the
financial statement schedules referred to above, when considered in relation to the basic financial
statements taken as a whole, present fairly, in all material respects, the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the Company’s internal control over financial reporting as of
December 31, 2007, based on crileria established in Internal Control—Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission and our report dated
March 12, 2008 expressed an unqualified opinion thereon.

/s{ Ernst & Young LLP

New York, New York
March 12, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC
ACCOUNTING FIRM

The Board of Directors and Shareholders of Crystal River Capital, Inc. and Subsidiaries

We have audited Crystal River Capital, Inc. and Subsidiaries’ (the “Company”) internal control
over financial reporting as of December 31, 2007, based on criteria established in Internal Control—-
Integrated Framework issued by the Commitiee of Sponsoring Organizations of the Treadway
Commission (the COSO criteria). The Company’s management is responsible for maintaining effective
internal control over financial reporting, and for its assessment of the effectiveness of internal control
over financial reporting included in the accompanying Management's Report on Internal Control Over
Financial Reporting, under Item 9A. Our responsibility is to express an opinion on the effectiveness of
the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether effective internal control over financial reporting was maintained
in all material respects. Our audit included obtaining an understanding of internal control over
financial reporting, assessing the risk that a material weakness exists, lesting and cvaluating the design
and operating effectiveness of internal control based on the assessed risk, and performing such other
procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed Lo provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal
control over financial reporting includes those policies and procedures that (1) pertain to the
maintenance of rccords that, in reasonable delail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only
in accordance with authorizations of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detcction of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are subject
to the risk that controls may become inadequate because of changes in conditions, or that the degree
of compliance with the policies or procedures may deteriorate.

In our opinion, the Company maintained, in all material respects, effective internal control ove:
financial reporting as of December 31, 2007, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the consolidated balance sheets as of December 31, 2007 and 2006,
and the related consolidated statements of operations, sharcholders’ equity, and cash flows for each of
the two years in the period ended December 31, 2007 and for the period March 15, 2005
(commencement of operations) to December 31, 2005 and our report dated March 12, 2008 expressed
an unqualified opinion thereon.

/sf Ernst & Young LLP

New York, New York
March 12, 2008
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Crystal River Capital, Inc. and Subsidiaries
Consolidated Balance Sheets

(in thousands, except share and per share data)

December 31,

2007 2006
ASSETS:
Available for sale securities, at fair value
Commercial MBS . . . .. .. £ 399410 § 472,572
Agency MBS © L e 1,246,682 2,532,101
Non-Agency Residential MBS . . . . .. ... .. . 168,422 287,243
ABS e — 46,132
Preferred stock . . ... . ... 732 4,560
Real estate loans, net. . . .. .. .. . i e e 170,780 237,670
Commercial real estate, nel . . . ... .. .. 234,763 —
Other investments . . . . . . . . . 37,761 20,133
Intangible assels . . . . ... 81,174 —
Cash and cash equivalents . . ... ... ... ... .. . . . . .. 27521 39,023
Restricted cash . . . . . . . 68,706 79.483
Receivables:
Principal paydown . ... ... .. ... . .. 914 5,940
Interestl . .. e 11,808 19,380
Interest purchased . ... ... ... .. . . e — 875
Swap receivable . . ... ... .. L. — 1,948
Other receivables . . . . . . ... e e e 18,915 —
Prepaid expenses and other assets . . .. ... ... ... ... . i 540 1,791
Deferred financing costs, Net. . . . . . . .ot e 10,750 4,929
D ErVALIVE 85018 & . . . e e e e e e e e e 560 20,865
Total ASSELS . . . . . . e $2,479,438  §3,774,645
LIABILITIES AND STOCKHOLDERS' EQUITY:
Liabilities:
Accounts payable, accrued expenses and cash collateral payable . . . .. ... .. ..... § 1,817 § 11486
Dueto Manager . . .. ... ... .. e 678 2,040
Due to broker ... e e e e e — 94,881
Dividends payable . . . .. ... ... .. e 16,828 16,514
Intangible liabilitics . . . . . .. . . e 77,745 —
Repurchase agreements . ... .. ... e e 1,276,121 2,723,643
Repurchase agreement, related party . . .. ... . i e — 144 806
Collateralized debt obligations (“CDOs™) . ... ... ... . ... ... .. ... 486,608 194,396
Junior subordinated NOLES. . . . .. o i e e e 51,550 —
Mortgages payable . .. .. ... . ... .. e 219,380 —
Senior mortgage-backed notes, related party . .. ... oo 99,815 —
Secured revolving credit facility, related party ... ... .. o oo 67,319 —
Interest payable . .. .. .. e e 9256 19,417
Derivative liabilities . . . . ... ... .. . .. e 61,729 11,148
Tatal Liabilities . . . .. . . . . ... . . e 2,368,846 3,218,331

Commitments and Contingencies
Stockholders’ Equity:
Preferred Stock, par value 30.001 per share, 100,000,000 shares authorized, no shares
issued and outstanding . ... ... ... L L L — —
Common Stock, $0.001 par value, 500,000,000 shares authorized, 24,704,945 and
25,021,800 shares issued and outstanding at December 31, 2007 and 2006,

respeclively .. ... L 25 25
Additional paid-in capital . ... ... L 562,930 566,285
Accumulated other comprehensive income {loss) .. .. ... ... ... ... (15,481 13,212
Declared dividends in excess of operations . . .. .. ... ... ... . ... . (436,882 (23,208)

Total Stockholders’ Equity . . . ... ... ... . ... . . .. .. ... 110,592 556314

Total Liabilities and Stockholders’ Equity . . ... ... ... ... ... ... ... ... ......... $2,470,438 $3,774,645

See accompanying notes Lo consolidated financial statements.
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Crystal River Capital, Inc. and Subsidiaries
Consolidated Statements of Operations

(in thousands, except share and per share data)

March 185, 2005

{(commencement
Year Ended Year Ended of operations) to
December 31, December 31, December 31,
2007 2006 2005
Revenues:
Interest and dividend income:
Interest income—available for sale securities . .. ........... $ 194,130 $ 181,728 5 74,778
Interest income—real estate loans . . ... ... ........ . ... 17,080 11,860 31556
Other interest and dividend income . ... ... ......... ... 8,709 7,636 1,267
Tota! interest and dividend income . . ... ... ... ... L. 219919 201,224 79,601
Rental income, NEL . . . . . . i e e 16,210 — —
Total TEVENMUES . . o o o e e et e e e e e 236,129 201,224 79,601
Expenses:
InlErest EXPENSE . . . . . 156,797 139,601 48,425
Management fees, related party . . . ... ... ... L 6,378 7.854 5,448
Professional fees . .. ... . ... .. ... 3,904 2,722 2,205
Depreciation and amortization . . .. ... ... ..o 8,948 — -
Incentive TE€S . . . . . . ot 124 68 —
INSUTANCE EXPENSE . . . . oo ittt it e i e e iea e 936 413 250
Directors’ [ees . . . . o i 695 436 141
Public company eXpenses . ... ... ... ..o 522 210 —
Commercial real estate eXpenses . ..................... 1,011 — —
Provision for 1oan Y0ss . . . . . ottt e 4,500 — —
SEAFL UP COSIS .« v v o e e it —_ —_ 349
Miscellaneous exXpenses . . . .. ... 523 373 43
Total expenses . . ... ... 184,338 151,677 56,861
Income before other revenues (expenses) . . .......... 51,791 49 547 22,740
Other revenues (expenses):
Realized net loss on sale of securities available for sale, real
estate loans and other investments . .................. (1,698) (2,128) (521)
Realized and unrealized gain (loss) on derivatives . . . ... ... .. (84,951) 10,347 (2,497)
Impairment of available for sale securities . ... ............ (317,931) (10,389} (5,782)
Foreign currency exchange gain . ...................... 4,292 580 —_
Income from equity investmenis . ... .. ... ... .o 2,610 — —
OUhET . . . e e 9 (1,040) 8
Total other expenses . . . . ... ..... ... .oty (397.669) (2,630) (8,792)
Net income (0SS} . . . .. . ..t e $ (345878) § 46,917 5 13,948
Per share information:
Net income (loss) per share of common stock . . ... .......
BaSiC . . v o o e e e $ (13.86) 3 227 b3 C'.ﬂ
Diluted . ... .. $ (13.86) 3 2.27 $ (.80
Dividends declared per share of common stock ... ........ $ 272 % 2.71 $ 1.55
Weighted average shares of common stock outstanding . . . . . .
BaSIC « v vt i e e e e 24,962,708 20,646,637 17,487,500
Diluted ... . e 24,962,708 20,646,637 17,487,500

See accompanying notes to consolidated financial statements.
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Crystal River Capital, Inc. and Subsidiaries

Consolidated Statements of Changes in Stockholders’ Equity

For the Years Ended December 31, 2007 and 2006 and
the Period March 15, 2005 (commencement of operations)

to December 31, 2005
(in thousands, except share data)

Common Stock Accumulatied Declared

Par  Paid-In  Comprehensive  Excess of

Additiona) Other Dividends in

Comprehensive

Shares  Value Capital Income {(Loss) Operations Total Income (Loss)

Balance at March 15, 2005

(commencement} . . ............. — - 5 — $ — -
Netingome .. .................. 13,948 13,948 § 13948
Net unrealized holdings loss on securities

available forsale .. ... ....... ... (23.447) (23,447) (23,447)
Unrealized gain on cash flow hedges . . . . 10,632 10,632 10,632
Realized gain on cash flow hedges. . . . .. 1,073 1,073 1,073
Comprehensive income . . .. ......... 52,206
Dividends declared on common steck . . . (27.103) (27.105)
Proceeds of issuance of common stock, net

ofofferingcosts . . . .. ........... 17,400,000 17 40559 405,613
Issuance of stock based compensation:

Manager ... . ... ... ... ... ... 84,000

Board of directors . .. ... .. ... ... 3,500 88 88
Amortization of stock based compensation . — 627 627
Balance at December 31,2005 . . ... ... 17,487,500 $17 $406,31t $(11,742) $ (13,157) § 381429
Netincome . ... ... .. ........... 46,917 46,917 $ 46,917
Net unrealized holdings gain on sccurities

available forsale ... ............ 27,008 27,008 27.008
Net unrealized loss on cash flow hedges . . (3.463) (3.463) (3.463)
Net realized gain on cash flow hedges . . . 1,719 1,719 1,719
Amortization of realized cash ffow hedge

gaim ... (310) 310y (310)
Comprehensive income . . .. .. ....... $ 71871
Dividends declared on common stock . . . (56,968)  (56,968)
Proceeds of issuance of common stock, net

of offeringcosts . . .. ... ......... 7.500,000 8 158,591 158,599
Issuance of stock based compensation:

Manager and manager's employees, net

of torfeitures . ... ... ......... 30,300 —

Board of directors ., .. ... ... .... 4,000 -—
Amortization of stock based compensation . 1,383 1,383
Balance at December 31,2006 . ... .. .. 25,021,800 $25 $566,285 $ 13,212 $ (23,208) § 556,314
Netloss .. .................... (345,878; (345,878)  $(345,878)
Net unrealized holdings gain on sccurities

avaitable forsale .. ............. 6,176 6,176 6,176
Unrealized loss on cash flow hedges . . . . (29,499 (29,499 (29,499
Deferred loss on settled cash flow hedges . (3,]43; (3,143% (3,]43;
Amortization of net realized gains on cash

flowhedges ..... ... .......... (2.227) {2,227 (2.227)
Comprchensive loss . .. ... ......... $(374.571)
Dividends declared on common stock . . . (67,796)  (67,796)
Dividends on deferred stock units . . . . . . 66 66
Offeringcosts . . . ... ............. (50 (50}
Stock repurchases . . ... ... ... ..., {299,300) (4.523; (4,523}
Issuance (forfeiture) of stock based

COmMpensation: . . . ... ... ... ... .. —

Forleiture of restricted stock . . . ... .. (20,000) —_

Issuance of restricted stock . . . . ... .. 2,000 _

[ssuance of commeon stock to manager . 445 12 12
Amortization of stock based compensation . 1,140 1,140
Balance at December 31,2007 .. ... ... 24,704,945 $25  $562,930 $(15,481) $(436,882) $ 110,592

See accompanying notes to consolidated financial statements.
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Crystal River Capital, Inc. and Subsidiaries
Consolidated Statements of Cash Flows

(in thousands}

March 15, 2005
{commencement of

Year Ended Year Ended operations) to
December 31, 2007  December 31, 2006  December 31, 2005

CASH FLOWS FROM OPERATING ACTIVITIES:

Netincome (0SS) . . . . . .. o i e e e $ (345.878) 5 46917 $ 13,948
Adjustments 10 reconcile net income (loss) to net cash provided
by operating activities:
Amortization of stock based compensation ... ......... 1,140 1,347 627
Accretion of net discount on available for sale securities and
realestate 10aNs . . . .. .o (19,426) (9.866) 3.816)
Realized net loss (gain} on sale of available for sale securnties . . 1,543 2,128 4)
Realized loss on sale of real estate loans and other
MVESIMENTS . . o v v e e e e e e e it e a e 140 — 525
Impairment of available for sale securities . . . . ... ... ... 317,931 10,389 3,782
lLoanlossallowance . . .. ... ... ... o e 4,500 — —
Accretion of interest on real estate loans and other
INVESTMENES © o o o v v vt v s e o e e e e s 2,475 (1,164 —
Amortization of net realized cash flow hedge gain . . . .. ... %2,227% {310; —
Realized loss on derivatives . . .. .. ... ... ... ... 46,211 541 —
Unrealized (gain) loss on derivatives . ... ............ 42,552 (8.226) 2,576
Amortization of deferred financing costs . . . .. ... ... ... 3,411 2,015 314
Write-off of deferred financing costs . . .. ............ 127 — —
fncome from equily investment . . . . .. .............. (2.610 — —
Change in defcrregincome WX . .. (900§ 900 —
Gain on foreign currency exchange . . ... ... ... ...... (4,330 (313) —
Depreciation and amortization . . ... ... .. ... ....... 8,948 — —
Amortization of intangible liabilities. . . ... ........... (2,057 — —
Incentive fee paidinstock . . .. ... ................ 12 7 —
Amortization of underwriting costs on available for sale
securitics and loans . . . .. ... .o ool 170 111 44
Write-off of costs on available for sale securities and real
estate Joans . . . .. ... — 97 —
Other . . .o e e 859 — —
Changes in operating assets and liabilities:
Payments on settlement of derivatives . ... ........... (1.902) (850 —
[merest receivable . . . ... ... o e 7,003 7,289; (12,091)
Swap receivable .. ... ... . Lo o — 1,948 —
Interest receivable, derivative . . .. . . .. ... . 898 1,072 —_
Proceeds from settlement of derivatives . ... .. ...... .. 1,146 — —
Other receivables . . . . .. ... ... .. ... L (2.604% e —
Prepaid expenses and otherassets . . ... ... .. ... ... (123 (1.44%) (961)
Return on capital from equity investments . . . .. . .... ... 2,610 — —
Accounts payable and accrued liabilities . . ..., ... ..., %2,195 3212 4,173
Dueto Manager . . .. ... ..o v i i 1,362 1,554 486
Interest payable ... ........... ... .. ... ... ..., {10,161 6,522 12,895
Interest payable, derivative . .. .. ........ ... .. ..., (3.851 2,178 5,759
Net cash provided by operating activities _ . . .. .. ........ 35,100 45,231 30,257
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchase of securities available forsale . .. ... ... .. .. (893,057) (1,972,635} (2,772,900)
Acquisition of and contributions to interest in other
INVESIMENIS . . . . it vt e v m e o e e e s (42,095) (19.509) —_
Acquisition of commercial real estate and rent
enhancement receivables . . . . ... ... . .. ... (261,204) — —
Return of capital from equity investment . .. ... ... ... 5,884 — _
[nterest purcgascd .......................... — 69 {612)
Underwriting costs on available for sale securities and real
estate loans . . .. ... e e {230) (744) {991)
Principal paydown on available for sale securities and real
CSLAtE JOANS . . . . . e e e 398,451 536,069 297,155
Proceeds {from the sale of available for sale securities . . . . 1,643,130 660,410 374
Proceeds from the sale and repayment of real estate loans
and otherinvestments. . . . ... .. ... .. 115,211 48,139 32,151
Proceeds from rent enhancement . ... ... L 1,778 — —
Proceeds received from acquisition of credit default swaps . 5,328 — —
Proceeds paid from acquisition of credit default swaps. . . . (459) - —




Crystal River Capital, Inc. and Subsidiaries
Consolidated Statements of Cash Flows (Continued)

{in thousands)

Mairch 15, 2005
{commencement of

Year Ended Year Ended operations) 1o
December 31, 2007 December 31, 2006 December 31, 2005

Cash received {o terminate swaps . . . ... .. ... ...... 6,471 —~ —
Cash paid to terminate swaps . .. ... ............. {54,429 — —
Net deposits into restricted cash for investment . , . ... .. {1,000 — —
Net deposits into restricted cash for credit default swaps . . %32.908 — —
Funding of realestate loans . .. ... ... .. .. ... ... 30,211 {144 ,547) {174,881)
Net cash provided by (used in) investing activities , , . ... ... 860,660 {892,748) (2,619,704)
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from issuance of common stock, net of issuance
COSIS . . o ittt i e e e — 159,219 405,613
Proceeds from issuance of junior subordinated notes held
by trust that issued trust preferred securities ... .. ... 50,000 — —
Proceeds from the settlement of derivatives . . .. . ... .. 4,932 — 1,090
Payment on settlement of derivatives . . .. ... L., }9,969 {471) —
Net change in cash collateral payable .. ... . ........ 1,960; 1,960 —
Issuance of collateralized debt obligations . ... . ... ... 324,956 — 227.500
Proceeds from morigages payable .. . . .. ... ... .., .. 219,380 — —
Proceeds from senior morigage-backed notes, related party . . 101.500 — —
Principal repayments on collateralized debt obligations . . . (32.744) {33,104) —
Principal repayments on senior mortgage-backed notes,
relatedparty. .. ... ... ... L L (1,685) — -
Net receipts from (delposils into) restricted cash. . ... ... 44,685 (60,984 (18,499
Payment of deferred linancing costs . . . ............ (9.359) (282 (6,976
Dividendspaid. . . .. ... .. ... .. . ... ... . ... (67,416} 40,423 (27,105)
Proceeds from (repayment of} note payable, related pany . — }35,000 000
Repurchase of common stock . ... .. ... ... ... .. (4,523) — —
Net (payments on; proceeds [rom repurchase agreements . (1.447.522) 745,785 1,977,858
Net (payments on) proceeds from repurchase agreements,
relatedparty . ... ... oL L (144,806) 128,377 16,429
Net proceeds from term revolver, related party . ... .. .. 67,319 — —
Paymentof offering costs . . ... ... ... ... .. .. ... {50y —_— —
Net cash provided by (used in} financing activities . . . ... ... (907,262} 865,077 2,610,910
Net increase (decrease) in cash and cash equivalents . . ., ., . .. (11,502 17,560 21,463
Cash and cash equivalents at beginning of period , . ... ... ... 39,023 21,463 —
Cash and cash equivalents at end of period . . ., .. ... ...... $ 27521 $ 39,023 $ 21463
Supplemental disclosure of cash flows:
Cash paid during the period forinterest. ... ... ... ... $ 167,784 $ 128,889 $ 32,024
Cash paid during the period for income taxes . ... ... .. 292 — —
Supplementa)l disclosure of noncash investing and financing
activities:
Delayed funding of real estate loan. . .. .. .. ... ..... — — 4,339
Dividends declared, not yet paid ., ... ............ 16,828 16,514 —
Principal paydown receivable . . . ... ... L L L, 914 5,940 11,773
Purchase of securities available for sale not yet settled . — 94,881 —
Sale of securities available for sale not yet settled . . . . . . . — — —
Prepaid securities offering costs from prior year. . .. ., . . — 619
Interest payablc on interest rate swap . .. ... ..... ... — 1,238 —
Equity investment intrust. . .. ... .. ..., ... ..... 1,550 —
Capitalization of interest on other investments. . .. ... .. 1.112 —

See accompanying notes to consolidated financial stalemenis.
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Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements
December 31, 2007

(dollars in thousands, except per share data)

1. ORGANIZATION

References herein to “we,” “us” or “our” refer to Crystal River Capital, Inc. and its subsidiaries
unless the context specifically requires otherwise.

We are a Maryland corporation that was formed in January 2005 for the purpose of acquiring and
originating a diversified portfolio of commercial and residential real estate assets and structured finance
investments. We commenced operations on March 15, 2005, when we completed an offering of
17,400,000 shares of common stock (the “Private Offering”), and we completed our initial public
offering of 7,500,000 shares of common stock (the “Public Offering”) on August 2, 2006, as more fully
explained in Note 16. We are cxternally managed and are advised by Hyperion Brookfield Crystal River
Capital Advisors, LLC (the “Manager”) as more fully explained in Note 14.

We have elected to be taxed as a Real Estate Investment Trust (“REIT”) under the Internal
Revenue Code for the 2005 tax year. To maintain our tax status as a REIT, we plan to distribuse at
least 90% of our taxable income. In view of our election to be taxed as a RE!IT, we have tailorad our
balance sheet investment program Lo originate or acquire loans and investments to produce a portfolio
that meets the asset and income tests necessary to maintain qualification as a REIT.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Principles of Consolidation

Our consolidated financial statements include the accounts of Crystal River Capital, Inc., three
wholly-owned subsidiaries created in connection with our collateralized debt obligations and senior
mortgage-backed notes, wholly-owned subsidiaries established for financing purposes, three wholly-
owned subsidiaries established to own interests in real property and our domestic taxable REIT
subsidiary (“TRS”). All significant intercompany balances and transactions have been eliminated in
consolidation.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States (“GAAP”) requires us to make a significant number of estimates in the
preparation of the financial statements. These estimates include determining the fair market value of
cerlain investments and derivative liabilities, amount and timing of credit losses, prepayment
assumptions, allocation of purchase price to tangible and intangible assets or property acquisitions, and
other items that affect the reported amounts of certain assets and liabilities as of the date of the
consolidated financial statements and the reported amounts of certain revenues and expenses during
the reported period. It is likely that changes in these estimates (e.g., market values change due to
changes in supply and demand, credit performance, prepayments, interest rates, or other reasons; yields
change due to changes in credit outlook and loan prepayments}) will occur in the near future. Our
estimates are inherently subjective in nature and actual results could differ from our estimates and
differences may be material.




Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Cash and Cash Equivalents

We classify highly liquid investments with original maturitics of 90 days or less from the date of
purchase as cash equivalents. Cash and cash equivalents may include cash and short term investments.
Short term investments are stated at cost, which approximates their fair value, and may consist of
investments in money market accounts.

Restricted Cash

Restricted cash consists primarily of funds held on deposit with brokers to serve as collateral for
repurchase agreements, certain interest rate swap and credit default swap agreecments and funds held
by the trustee for CDO II (See Note 9).

Securities

We invest in U.S. Agency mortgage-backed securities (“Agency MBS™), Non-Agency residential
mortgage-backed securities {“Non-Agency RMBS”), commercial mortgage-backed securities (“CMBS”)
and other real estate debt and equity instruments. We account for our available for sale securities
{Agency MBS, CMBS, RMBS, asset-backed sccurities (“ABS™) and other real estate and equity
instruments), which we refer to as our AFS investments, in accordance with Statement of Financial
Accounting Standards (“SFAS”) No. 115, Accounting for Centain Investments in Debt and Equity
Securities (““SFAS 1157). We classify our securitics as available for sale because we may dispose of them
prior 1o maturity in response to changes in the market, liquidity nceds or other events, even though we
do not hold the securities for the purpose of selling them in the near future.

All investments classificd as available for sale are reported at fair value, based on quoted market
prices provided by independent pricing sources, when available, or from quotes provided by dealers
who make markets in certain securities, or from our management’s eslimates in cases where the
investments are illiquid. In making these estimates, our management ulilizes pricing information
obtained from decalers who make markets in these securities. However, under certain circumstances we
may adjust these values bascd on our knowledge of the securities and the underlying collateral. Our
management also uses a discounted cash flow model, which utilizes prepayment and loss assumptions
based upon historical experience, economic factors and the characteristics of the underlying cash flow
to substantiate the fair value of the securities. The assumed discount rate is based upon the yield of
comparable securities. The determination of future cash flows and the appropriate discount rates are
inherently subjective and, as a result, actual results may vary from our management’s estimates.

Unrealized gains and losses are recorded as a component of accumulated other comprehensive
income (loss) in stockholders’ equity.

Periodically, all available for sale securities are evaluated for other than temporary impairment in
accordance with SFAS 115 and Emerging Issues Task Force (“EITF”) No. 99-20, Recognition of Interest
Income and Impairment on Purchased and Retained Beneficial Interests in Securitized Financial Assets
(“EITF 99-20”). An impairment that is an “other than temporary impairment” is a decline in the fair
value of an investment below its amortized cost attributable to factors that indicate that the decline will



Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

not be recovered over the remaining life of the investment. Other than temporary impairments resull in
reducing the carrying value of the security (o its fair value through the statement of operations, which
also creates a new carrying value for the investment, We compule a revised yield based on the future
estimated cash flows as described in the section titled “Revenue Recognition” below. Significant
judgments, including making assumptions regarding the estimated prepayments, loss assumptions,
changes in interest rates and whether the decline in a security’s fair value will be recovered over the
remaining life of the investment, are required in determining impairment.

Real Estate Loans

Real estate loans are carried at cost, net of unamortized loan origination costs and fees, discounts,
repayments, sales of partial interests in loans and unfunded commitments, unless the loan is deemed to
be impaired. We account for our real estate loans in accordance with SFAS No. 91, Accounting for
Nonrefunduble Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct Costs of
Leases (“SFAS 917).

Real estate loans are evaluated for possible impairment on a periodic basis in accordance with
SFAS No. 114, Accounting by Creditors For Impairment of a Loan—an Amendment of FASB Statement
No. 5 and 15 (“SFAS 114”). Impairment occurs when we determine it is probable that we will not be
able to collect all amounts due according to the contractual terms of the loan. Upon determination of
impairment, we cstablish a reserve for loan losses and recognize a corresponding charge to the
statement of operations through a provision for loan losses. Significant judgments are required in
determining impairment, including making assumptions regarding the value of the loan and the vaiue of
the real estate, partnership interest or other collateral that secures the loan, current economic
conditions, the potential for natural disasters, loan portfolio composition, delinquency trends, credit
losses to date on underlying loans and remaining credit protection. If the credit performance of our
real estate loans is different than expected, we adjust the allowance for loan losses to a level deemed
appropriate by management to provide for estimated losses inherent in the real estate loan portfolio.
Once a loan is 90 days or more delinquent, or a borrower declares bankruptcy, we adjust the value of
our accrued interest receivable to what we believe 10 be collectible and stop accruing interest on that
loan.

Commercial Real Estate

Commercial properties held for investment are carried at cost less accumulated depreciation. In
accordance with SFAS No. 141, Business Combinations, upon acquisition, we allocate the purchase price
to the components of the commercial properties acquired: the amount allocaled to land is based on its
estimated fair value; buildings and existing tenant improvements are recorded at depreciated
replacement cost; above- and below-market in-place operating leases are determined based on the
present value of the difference between the rents payable under the contractual terms of the leases and
estimated market rents; lease origination costs for in-place operating leases are determined based on
the estimated costs that would be incurred to put the existing leases in place under the same terms and
conditions; and tenant relationships are measured based on the present value of the estimated avoided
net costs if a tenant were to renew its lease at expiry, discounted by the probability of such renewal.
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Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Depreciation on buildings is provided on a straight-line basis over the useful lives of the properties
to a maximum of 4{} years. Depreciation is determined with reference to each rental property’s carried
value, remaining estimated useful life and residual value. Acquired tenant improvements, above- and
below-market in-place operating leases and lease origination costs are amorlized on a straight-line basis
over the remaining terms of the leases. The value associated with acquired tenant relationships is
amortized on a straight-line basis over the expecied term of the relationships. All other tenant
improvements and re-leasing costs are deferred and amortized on a straight-line basis over the terms of
the leascs to which they relate. Depreciation on buildings and amortization of deferred leasing costs
and tenant improvements that are determined to be asscts of the company are recorded in depreciation
and amortization expense. All above- and below-market tenant leases and tenant relationships are
amortized 1o revenue. Above- and below-market ground leases are amortized to commercial real estate
expenses.

Properties are reviewed for impairment whenever events or changes in circumstances indicate the
carrying value may not be rccoverable. For commercial propertics, an impairment loss is recognized
when a property’s carrying value exceeds its undiscounted future nct cash flow, The impairment is
measurcd as the amount by which the carrying value ¢xceeds the estimated fair value. Projections of
future cash flow take into account the specific business plan for each property and management’s best
estimate of the most probable set of economic conditions anticipated to prevail in the market. We
recorded no impairment losses on our commercial real estate investments during the year ended
December 31, 2007.

Accounting For Derivative Financial Instruments and Hedging Activities

We account for our derivative and hedging activities in accordance with SFAS No. 133, Accounting
for Derivative Instruments and Hedging Activities (“SFAS 133”) and SFAS No. 149, Amendment of
Statement 133 on Derivative Instruments and Hedging Activities (“*SFAS 1497). SFAS 133 and SFAS 149
require us Lo recognize all derivative instruments at their fair value as either assets or liabilities on our
balance sheect. The accounting for changes in fair value (i.e., gains or losses) of a derivative instrument
depends on whether we have designated it, and whether it qualifies, as part of a hedging relationship
and on the type of hedging relationship. For those derivative instruments that are designated and
qualify as hedging instruments, we must designate the hedging instrument, based upon the exposure
being hedged, as a fair value hedge, a cash flow hedge or a hedge of a net investment in a foreign
operation. We have no fair value hedges or hedges of a net investment in foreign operations as of
December 31, 2007 or 2006.

For derivative instruments that are designated and qualify as a cash flow hedge (i.e., hedging the
exposure to variability in expected future cash flows that are attributable to a particular risk), the
effective portion of the gain or loss on the derivative instrument is reported as a component of other
comprehensive income and reclassified into earnings in the same line item associated with the
forecasted transaction in the same period or periods during which the hedged transaction affects
earnings (Le., in “interest expense” when the hedged transactions are interest cash flows associated with
floating-rate debt). The remaining gain or loss on the derivative instrument in excess of the cumulative
changes in the present value of future cash flows of the hedged item, if any, is recognized in the
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Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

realized and unrealized gain (loss) on derivatives in current earnings during the period of change. For
derivative instruments not designated as hedging instruments (including foreign currency swaps and
credit default swaps), the gain or loss is recognized in realized and unrealized gain (loss) on derivatives
in the current earnings during the period of change. Income and/or expense from interest rate swaps
are recognized as an adjustment to interest expense. We account for income and expense from interest
rate swaps on an accrual basis over the period to which the payments and/or receipts relate.

Dividends to Stockholders

We record dividends to stockholders on the declaration date. The actual dividend and its timing
are at the discretion of our board of directors. During the year ended December 31, 2007, we declared
dividends in the amount of $67,796, or $2.72 per share, of which $16,799 was distributed on January 28,
2008 to our stockholders of record as of December 31, 2007, and of which $29 related 10 dividends on
deferred stock units. Of the $2.72 per share dividend declared in 2007, $2.59 represented distributions
of taxable earnings and profits and $0.13 represented a return of capital. During the year ended
December 31, 2006, we declared dividends in the amount of $56,968, or $2.71 per share, of which
$16,514 was distributed on January 26, 2007 to our stockholders of record as of December 29, 2006,
and of which $34 related to dividends on deferred stock units. All of our dividends declared in 2006
represented distributions of taxable earnings and profits. For the period March 15, 2005
(commencement of operations) to December 31, 2005, we declared and paid dividends in the amount
of $27,105, or $1.55 per share. All of our dividends declared in 2005 represented distributions of
taxable earnings and profits.

Organization Costs

We expensed our costs of organization as incurred.

Offering Costs

Offering costs that were incurred in connection with the Private Offering and the Public Otfering
are reflecied as a reduction of additional paid-in-capttal. Certain offering costs that were incurred in
connection with the Public Offering were initially capitalized to prepaid expenses and other assets and
were recorded as a reduction of additional paid-in-capital when we completed the Public Offering in
August 2006.

Trust Preferred Securities

Trusts that we form for the sole purpose of issuing trust preferred securities are not consolidated
in our financial stalements in accordance with Financial Interpretation No. 46R (“FIN 46R”) as we
have determined that we are not the primary beneficiary of such trusts. Our investment in the common
securities of such trusts is included in other investments in our consolidated financial statements.
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Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Revenue Recognition

Interest income for our available for sale securities and real estate loans is recognized over the life
of the investment using the effective interest method and recorded on the accrual basis. Interest
income on mortgage-backed securities (“MBS”} is recognized using the effective interest method as
required by EITF 99-20. Real estate loans generally are originated or purchased at or near par value,
and interest income is recognized based on the contractual terms of the loan instruments. Any loan
fees or acquisition costs on originated loans or sccurities are capitalized and recognized as a
component of interest income over the life of the investment ulilizing the straight-line method, which
approximates the effective interest method. Interest income during the years ended December 31, 2007
and 2006 included prepayment fecs received of $278 and $1,633, respectively, from real estate loans.

Under EITF 99-20, at the time of purchase, our management estimates the future expected cash
flows and determines the effective interest rate based on these estimated cash flows and the purchase
price. As needed, we update these estimated cash flows and compute a revised yield based on the
current amortized cost of the investmenlt. In estimating these cash flows, there are a number of
assumptions that are subject to uncertaintics and contingencies, including the rate and timing of
principal payments (including prepayments, repurchases, defaults and liquidations), the pass-through or
coupon rate and interest rate fluctuations. In addition, interest payment shortfalls due to delinquencies
on the underlying mortgage loans and the timing and the magnitude of credit losses on the morigage
loans underlying the securities have to be judgmentally estimated. These uncertainties and
contingencies are difficult to predict and are subject to future events that may impact our
management’s estimates and our interest income.

We record security transactions, other than repurchases of our own stock, on the trade date.
Realized gains and losses from security transactions are determined bascd upon the specific
identification method and recorded as gain (loss) on sale of available for sale securities in the
statements of operations.

We account for accretion of discounts or premiums on available for sale securities and real estate
loans using the effective interest yield method. Such amounts have been included as a component of
interest income in the statements of operations.

We may sell all or a portion of our real estate investments to a third party. To the extent the fair
value received for an investment differs from the amortized cost of that investment and control of the
assct that is sold is surrendered making it a “true sale,” as defined under SFAS No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities—a replacement of FASB
Statement No. 125 (“SFAS 140™), a gain or loss on the sale will be recorded in the statements of
operations as realized net gain (loss) on sale of real estate investment. To the extent a real estate
invesiment is sold that has any fees that were capitalized at the time the investment was made and
were being recognized over the term of the investment, the unamortized fees are recognized at the
time of sale and included in any gain or loss on sale of real estate investments.

We have retained substantially all of the risks and benefits of ownership of our rental properties
and therefore we account for leases with our tenants as operating lcases. The total amount of
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Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

contractual rent that we receive from operating leases is recognized on a straight-line basis over the
term of the lease; and a straight-line or free rent receivable, as applicable, is recorded for the
difference between the rental revenue recorded and the contractual amount received. In addition to
base rent, the tenants in our commercial real estate properties also pay substantially all operating costs.

Expense reimbursement income arising from tenant leases that provide for the recovery of all or a
portion of the operating expenses and real estate expenses of the respective property is accruec in the
same period as the related expenses are incurred. These recoverable expenses are included in expenses
as commercial real estate expenses.

Income arising from the operation of our parking garages is recognized when the parking spaces
are occupied. Expenses related to the operation of the parking garage are included in expenses as
commercial real estate expenses.

Dividend income on preferred stock is recorded on the dividend declaration date.

Interest in Equity Investment

We account for our investment in BREF One, LLC, a real estate finance fund, under the equity
method of accounting since we own more than a minor interest in the fund, but do not unilaterally
control the fund and are not considered to be the primary beneficiary under FIN 46R. The investment
was recorded initially at cost, and subsequently adjusted for equity in net income (loss) and cash
contributions and distributions to reflect the investment at its book value assuming hypothetical
liquidation.

Income Taxes

We have etected to be taxed as a REIT under the Internal Revenue Code and the corresponding
provisions of state law. To qualify as a REIT, we must distribute at least 90% of our annual REIT
taxable income to stockholders within the statutory timeframe. Accordingly, we generally will not be
subject to federal or state income tax to the extent that we make qualifying distributions to our
stockholders and provided we satisfy the REIT requirements, including certain asset, income,
distribution and stock ownership tests. If we were 10 fail to meet these requirements, we would be
subject to federal, state and local income taxes, which could have a material adversc impact on our
results of operations and amounts available for distribution to our stockholders.

The dividends paid deduction of a REIT for qualifying dividends to our stockholders is computed
using our taxable income as opposed to using our financial statement net income. Some of the
significant differences between financial statement net income and taxable income include the timing of
recording unrealized gains/realized gains associated with certain assets, the book/tax basis of asscts,
interest income, impairment, straight-line amortization of rental leases, credit loss recognition relaled to
certain assets (asset-backed mortgages), accounting for derivative instruments and stock compensation
and amortization of various costs (including start up costs).

SFAS No. 109, Accounting for Income Taxes (“SFAS 109™), establishes financial accounting and
reporting standards for the effect of income taxes that result from an organization’s activitics during the
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

current and preceding years. SFAS 109 requires that income taxes reflect the expected future tax
consequences of temporary differences between the carrying amounts of assets and liabilitics for book
and tax purposes. A deferred tax asset or liability for each temporary difference is determined based
upon the tax rates that the organization expects to be in effect when the underlying items of income
and expense are realized. A deferred tax valuation allowance is established if it is more likely than not
that all or a portion of the deferred tax assets will not be realized.

The differences between GAAP net income and taxable income are generally attributable to
differing treatment, including timing related thereto, of unrealized/realized gains and losses associated
with certain assets, the bases, income, impairment, and/or credit loss recognition related to certain
assets, primarily CMBS, accounting for derivative instruments, accounting for lease income on net
leased real estate assets, and amortization or various costs. The distinction between GAAP net income
and taxable income is important o our stockholders because dividends or distributions, if any, are
declared and paid on the basis of annual estimates of taxable income or loss, We do not pay Federal
income taxes on income that we distribute on a current basis, provided that we satisfy the requirements
for qualification as a REIT under the Internal Revenue Code. We calculate our taxable income or loss
as if we were a regular domestic corporation. This taxable income or loss level determines the amount
of dividends, if any, that we are required to distribute over time to reduce or eliminate our tax liability
pursuant to REIT requirements.

Income on CMBS investments is computed for GAAP purposes based upen a yield, which assumes
credit losses wilt occur (See “Revenue Recognition” for further discussion). The yield to compute our
taxable income does not assume there would be credit losses, as a loss can only be deducted for tax
purposes when it has occurred. Furthermore, due diligence expense incurred related 1o the acquisition
of CMBS and loan investments not originated are required to be expensed as incurred for GAAP
purposes but are included as a component of the cost basis of the asset and amortized for 1ax purposes.
In addition, straight line rental income recognized for GAAP purposes is not recognized for tax
purposes as taxable income is gencrally based on contractual rental income.

We have a wholly-owned domestic taxable REIT subsidiary that has made a joint election with us
to be treated as our TRS. Our TRS is a separate entity subject to federal income tax under the
Internal Revenue Code. For the years ended December 31, 2007 and 2006 and the period March 15,
2005 (commencement of operations} 1o December 31, 2005, we recorded current net income tax
expense of $0, 3151 (federal income tax of $93 and state and local income tax of $58) and $0,
respectively, which is included in other expenses. For the years ended December 31, 2007 and 2006 and
the period March 15, 2005 (commencement of operations) to December 31, 2005, we recorded a net
deferred tax benefit (expense) of $900, $(900) and $0, respectively, which is included in other expenses.
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

As of December 31, 2007, we recorded a $15,530 valuation allowance on deferred tax assels of
$15,530 attributable to mark to market adjustments on credit default swaps and income tax net
operaling losses relating to our TRS. The valuation allowance is based on management’s estimate that
our TRS is not expected to generate sufficient taxable income to recover the deferred tax assets. As of
December 31, 2006 we had a deferred tax liability of $900 attributable to mark to market adjustments
on foreign currency swaps held in our TRS, which is included in accounts payable, accrued expenses
and cash collateral payable. As of December 31, 2007, we had net operating loss carryforward and
capital loss carryforward of approximately $725 and $32,614, respectively. The net operating loss
carryforward expires in 2027 and the capital loss carryforward expires in 2012.

In June 2006, the Financial Accounting Standards Board (“FASB”) issued Financial Interpretation
No. 48, Accounting for Uncertainty in Income Taxes (“FIN 48”). This interpretation clarifies the
accounting for uncertainty in income taxes recognized in an enterprise’s financial statements in
accordance with SFAS 109. This interpretation prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected
1o be taken in a tax return. FIN 48 also provides guidance on derecognition, classification, interest and
penaltics, accounting in interim periods, disclosure, and transition. This interpretation was effective
January 1, 2007. The adoption of FIN 48 did not materially affect our consolidated financial
statements,

Our policy for inlerest and penalties on material uncertain tax positions recognized in our
consolidated financial statements is to classify these as interest expense and operating expense,
respectively. In accordance with FIN 48, we assessed our tax positions for all open tax years (Federal,
years 2005 to 2006 and State, years 2005 to 2006) as of December 31, 2007 and concluded that we have
no material FIN 48 liabilities to be recognized at this time.

Deferred Financing Costs

Deferred financing costs represent commitment fecs, legal and other third party costs associated
with obtaining commitments for financing that result in a closing of such financing. These costs are
amortized over the terms of the respective agreements using the cffective interest method or a method
that approximates the effective interest method and the amortization is reflected in interest expense.
Unamortized deferred financing costs are expensed when the associated debt is refinanced or repaid
before maturity. Costs incurred in seeking financing transactions that do not close are expensed in the
period in which it is determined that the financing will not close.

Earnings per Share

We compuile basic and diluted earnings per share in accordance with SFAS No. 128, Larnings Per
Share (“SFAS 128”). Basic carnings per share (“EPS”) is computed based on net income divided by the
weighted average number of shares of common stock and other participating securities outstanding
during the period. Diluted EPS is based on net income divided by the weighted average number cf
shares of common stock plus any additional shares of common stock attributable to stock options,
provided that the options have a dilutive effect.
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Yariable Interest Entities

In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable Interest Entities—
An Interpretation of ARB No. 51 (“FIN 467). FIN 46 provides guidance on identifying entities for which
cantrol is achieved through means other than through voting rights and on determining when and
which business enterprise should consolidate a variable interest entity (“VIE™) when such enterprise
would be determined to be the primary bencficiary. In addition, FIN 46 requires that both the primary
beneficiary and all other enterprises with a significant variable interest in a VIE make additional
disclosures. In December 2003, the FASB issued a revision of FIN 46, Interpretation No. 46R
{(“FIN 46R™), 1o clarify the provisions of FIN 46. FIN 46R states that a VIE is subject to consolidation
if the investors in the entity being evaluated under FIN 46R ecither do not have sufficient equity at risk
for the entity 10 finance its activities without additional subordinated financial support, are unable to
direct the entity’s activities, or are not exposed to the entity’s losses or entitled Lo its residual returns.
VIEs within the scope of FIN 46R are required to be consolidated by their primary beneficiary. The
primary bencficiary of a VIE is determined 10 be the party that absorbs a majority of the VIE’s
expected losses, receives the majority of the VIE’s expected returns, or both.

Our ownership of the subordinated classes of CMBS and RMBS from a single issuer may provide
us with the right to control the foreclosure/workout process on the underlying loans, which we refer to
as the Controlling Class CMBS and RMBS. There are certain exceptions to the scope of FIN 46R, one
of which provides that an investor that holds a variable interest in a qualifying special-purpose entity
(“QS8PE™) is not required to consolidate that entity unless the investor has the unitateral ability to
cause the entity to liquidate. SFAS 140 sets forth the requirements for an entity to qualify as a QSPE.
To maintain the QSPE exception, the special-purpose entity must initially meet the QSPE criteria and
must continue to satisfy such criteria in subscquent periods. A special-purpose entity’s QSPE status can
be impacted in future periods by activities undertaken by its transferor(s) or other involved parties,
including the manner in which certain servicing activities are performed. To the extent that our CMBS
or RMBS investments were issued by a special-purpose entity that meets the QSPE requirements, we
record those investments at the purchase price paid. To the extent the underlying special-purpose
entities do not satisfy the QSPE requirements, we follow the guidance set forth in FIN 46R as the
special purpose entities would be determined to be VIEs.

We have analyzed the pooling and servicing agreements governing each of our Controlling Class
CMBS and RMBS investments for which we own a greater than 50% interest in the subordinated class
and we believe that the terms of those agreements are industry standard and are consistent with the
QSPE criteria. However, there is uncertainty with respect to QSPE treatment for those special-purpose
entities due to ongoing review by regulators and accounting standard setters (including the project of
the Financial Accounting Standards Board (“FASB”) 10 amend SFAS 140 and the recently added FASB
project on servicer discretion in a QSPE), potential actions by various parties involved with the QSPE
(discussed in the paragraph above) and varying and evolving interpretations of the QSPE criteria under
SFAS 140. We also have evaluated each of our Controlling Class CMBS and RMBS investments as if
the special-purpose entities that issued such securities arc not QSPEs. Using the fair value approach to
calculate expectled losses or residual returns, we have concluded that we would not be the primary
bencficiary of any of the underlying special-purpose entities. Additionally, the standard setters continue
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

to review the FIN 46R provisions related o the computations used to determine the primary

beneficiary of VIEs.

The following table details the purchase date, face amount of our investment, face amoun: of the
respective issuance and our amortized cost in our CMBS and RMBS investments in which we are not
the primary beneficiary and in which we own a greater than 50% interest in the most subordinate class

as of December 31:

Original
Face Total Face 2007 2006
Amount Amount of Amortized  Amortized
Security Trust description Purchase Date Purchased Issuance Cost Cost
CMBS:
WBCMT 2005-C18 ... ..... ... ..... May 2005 $ 39,196 § 1405372 § 17,746 $ 21885
GMACC 2005-C1 . ... .. ... ....... June 2005 53,928 1,597,857 15,741 28,997
BSCMS 2005-PWRY ... ............ September 2005 83,001 2,152,389 36,105 50,066
CSMC2006-C1 .. ................. March 2006 82,833 3,005,432 40,194 53,285
Total CMBS .. ... ... ... . L. 258,958 8,161,050 109,786 154,233
RMBS:
CWHL 2004-J8 .. ..., .. ... .. ... .. March 20035 611 244 517 244 285
GSR MTG 2005-1F . .. ............. March 2005 2,767 691,667 797 1,611
HVMLT 2005-2 .. ... .. ... .. ...... March 2005 39,422 1,944,860 16,898 26,985
JPMMT 2003-At .. ... ... .. .. ..... March 2005 809 269,635 326 476
WFMBS 2003-17 ... . ... ... oo March 2005 3,002 1,000,331 1,154 1,746
WFMBS 2004-DD . ... ... ... ... ... March 2005 2,101 600,085 626 1,207
WFMBS 2005-2. .. ....... . ... ..., March 2005 1,953 950,946 740 990
FHASI 2005-AR2 ... .............. April 2005 2,254 281,707 794 1,689
WAMU 2005-AR6 . .. ... ........... April 2005 27,704 3,167,184 10,232 17,489
FFML 2005-FF3 . ...... ... ... ..... May 2005 5,080 770,271 2,513 4,724
WFMBS 2005-ARS . ....... ... ... .. May 2005 2,754 500,446 1,064 1,918
FHASI 2005-AR3 . ................ June 2005 2,522 315,111 1,184 1,906
JPMMT 2005-A3 . . . ... ... . ... ... June 2005 8,696 1,895,799 6,126 6,511
FFNT 2005-FF5 . .. ...... ... ...... July 2005 2,488 29,763 34 2,450
WFMBS 2004-Z . . . ... July 2005 4,552 1,300,298 1,519 2,557
BOAMS 2005-H . .. ... ... ... ... ... August 2005 3,888 706,792 1,582 2,647
FHAMS 2005-AA6 . ... ............ August 2005 6,476 575,025 1,856 4,460
JPMMT 2005-A5 . .. ... .. .. ... ... August 2005 4,726 1,195,013 2,280 3,492
FHASI 2005-AR4 . . ... ......... ... September 2005 2,129 425,565 623 1,335
RFMSI 2005-8A4 . . ... ... ... .. .. September 2005 1,681 850,478 966 1,340
FHASI 2005-AR5 .. ............... October 2005 1,082 216,253 308 666
FHASI 2006-AR1 . ... ............. March 2006 1,063 212,576 298 397
Total RMBS. . .. ... .. . 127,760 18,144,322 52,164 87,081
Total .. ... . £386,718 326,305,372 $161,950 3241314

Our maximum exposure 1o loss as a result of our investment in these QSPEs totaled $161,950 and

$241,314 as of December 31, 2007 and 2006, respectively.

The financing structures that we offer to the borrowers on certain of our real estate loans involve
the creation of entities that could be deemed VIEs and therefore, could be subject to FIN 46R. In
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September 2007, we entered into an agreement to provide additional financing relating to an existing
mezzanine construction loan, which triggered a reconsideration event under FIN 46R. This loan was
determined 10 be a VIE; however, we concluded that we are not the primary beneficiary. Our
management has evaluated the remainder of our real estate loans and has concluded that none of the
remaining real estate loans are VIEs that are subject 10 the consolidation rules of FIN 46R, See
Note 4.

Stock Based Compensation

We account for stock-based compensation in accordance with the provisions of SFAS No. 123R,
Accounting for Stock-Based Compensation (“SFAS 123R”), which establishes accounting and disclosure
requirements using fair value based methods of accounting for stock-based compensation plans.
Compensation cxpense related to grants of stock and stock options are recognized ratably over the
vesling period of such grants based on the estimated fair value on the grant date.

Stock compensation awards granted to the Manager and certain employeces of the manager’s
affiliates are accounted for in accordance with EITF 96-18, Accounting For Equity Instruments That Are
Issued to Other Than Emplovees for Acquiring, or in Conjunction with Selling, Goods and Services, which
requires us to measure the fair value of the equity instrument using the stock prices and other
measurement assumptions as of the earlier of either the date at which a performance commitment by
the counterparty is reached or the date at which the counterparty’s performance is complete.

Concentration of Credit Risk and Other Risks and Uncertainties

Our investments are primarily concentrated in MBS that pass through collections of principal and
interest from the underlying mortgages and there is a risk that some borrowers on the underlying
mortgages will default. Therefore, MBS may bear some exposure to credit losses. Qur maximum
exposure to loss due to credit risk if all parties to our AFS investments failed completely to perform
according (o the terms of the contracts as of December 31, 2007 and 2006 is $1,815,246 and $3,342 608,
respectively. Our real estate loans and other investments may bear some exposure to credit losses. Our
maximum exposure to loss due to credit risk if parties to the real eslate loans, related and unrelated,
and other investments failed completely 1o perform according to the terms of the loans as of
December 31, 2007 and 2006 is $208,541 and $257,803, respectively.

We bear certain other risks typical in investing in a portfolio of MBS, Principal risks potentially
affecting our financial position, income and cash flows include the risk that: (i) interest rate changes
can negatively affect the market values of our MBS, (ii) interest rate changes can influgnce decisions
made by borrowers in the mortgages underlying the securities to prepay those mortgages, which can
negatively affect both the cash flows from, and the market value of, our MBS and (iii) adverse changes
in the market value of our MBS and/or our inability to renew short term borrowings would result in
the need to sell securitics al inopportune times and cause us to realize losses.

Other financial instruments that potentially subject us to concentrations of credit risk consist
primarily of cash and cash equivalents and real estate loans. We place our cash and cash equivalents in
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excess of insured amounts with high quality financial institutions. The collateral securing our real estate
loans and other investments are located in the United States.

Credit risk also arises from the possibility that tenants may be unable to fulfill their lease
commitments. We have a significant concentration of rental revenue from our commercial properties
given that JPMorgan Chase is the sole tenant of all three properties. Therefore, we are subject to
concentration of credit risk, and the inability of this tenant to make its lcase payments could have an
adverse effect on us. Qur exposure to this credit risk is mitigated since we have long-term leases in
place for all three propertics with a tenant that has an investment grade credit rating.

Other Comprehensive Income (Loss)

Comprehensive income (loss) consists of net income and other comprehensive income. Ou other
comprehensive income (loss) is comprised primarily of unrealized gains and losses on securities
avaitable for sale and net unrealized and deferred gains and losses on certain derivative investments
accounted for as cash flow hedges.

Repurchase Agreements

In repurchase agreements, we transfer securities to a counterparty under an agreement 1o
repurchase the same securities at a fixed price in the future. These agreements are accounted for as
secured financing transactions as we maintain effective control over the transferred securities and the
transfer meets the other criteria for such accounting. The transferred securities are pledged by us as
collateral to the counterparty.

In February 2008, the Financial Accounting Standards Board (“FASB”) amended SFAS 140
through its issuance of FASB Staff Position No. FAS 140-3, Accounting for Transfers of Financial Assets
and Repurchase Financing Transactions (“FSP 140-3"), relating to repurchase financings for financial
asscls previously transferred between the same counterparties, that is eniered into contemporaneously
with, or in contemplation of, the initial transfer. FSP 140-3 establishes criteria to determine the
accounting treatment of transactions involving the transfer, and subsequent repurchase financing, of
financial assets with the same counterparty. Transactions that do not meet the criteria of FSP 140-3 do
not qualify for QSPE accounting treatment under SFAS 140 and will be treated as a derivative,
requiring further evaluation under SFAS 133.

Foreign Currency Transactions

We conform to the requirements of SFAS No. 52, Foreign Currency Translation (“SFAS 527).
SFAS 52 requires us to record realized and unrealized gains and losses from transactions denominated
in a currency other than our functional currency (U.S. dollar) in determining net income.

Segment Reporting

SFAS No. 131, Disclosures about Segments of an Enterprise and Related Information (“SFAS 1317)
establishes standards on reporting operating segments in interim and annual financial reports.
SFAS 131 defines an operating segment as a component of an enterprise for which discrete financial
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information is available and is reviewed regularly by the chief operating decision-maker, or decision
making group, to evaluate performance and make operating decisions. We have identified our chief
operating decision-maker as our chief executive officer. We have determined that we operate in two
reportable segments: a Securities, Loans and Other Invesiments segment and a Commercial Real
Estate segment. The reportable segments were determined based on the allocation of our investment
portfolio between investment activity and commercial real estate operations in which separate
performance data is produced and analyzed by management and the chief operating decision-maker.

Recently Adopted Accounting Pronouncements

In April 2006, the FASB issued FSP FIN 46(R)-6, Determining the Variability to be Considered When
Applying FASB Interpretation No. 46(R) (“FIN 46(R)-6"). FIN 46(R)-6 addresses the approach to
determine the variability to consider when applying FIN 46(R). The variability that is considered in
applying FIN 46R may affect (i) the determination as to whether an entity is a VIE, (ii) the
determination of which interests are variable in the entity, (iii) if necessary, the calculation of expected
losses and residual returns on the entity and {iv) the determination of which party is the primary
bencficiary of the VIE. Thus, determining the variability to be considered is necessary to apply the
provisions of FIN 46R. FIN 46(R)-6 is required to be prospectively applied to entities in which we first
become involved after July 1, 2006 and would be applied to all existing cntitics with which we are
invoived if and when a “reconsideration cvent” (as described in FIN 46) occurs. We adopted
FIN 46(R)-6 during the quarter ended September 30, 2006. The adoption of FIN 46(R)-6 did not have
a material effect on our consolidated financial statements.

In February 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Instruments
(“SFAS 155”). SFAS 155 is an amendment of SFAS 133 and SFAS 140 that allows financial instruments
that have embedded derivatives 1o be accounted for as a whole (eliminating the need to bifurcate the
derivative from its host) if the holder elects to account for the whole instrument on a fair value basis.
SFAS 155 also clarifies which interest-only strips and principal-only strips arc not subject to the
requirements of SFAS 133 and establishes a requirement to evaluate interests in securitized financial
assels to identify interests that are freestanding derivatives or that are hybrid financial instruments that
contain an embedded derivative requiring bifurcation. Finally, SFAS 155 amends SFAS 140 to eliminate
the prohibition on a qualifying special-purpose entity from holding a derivative financial instrument that
pertains to a beneficial interest other than another derivative financial instrument. We adopted
SFAS 155 during the quarter ended March 31, 2007. The adoption of SFAS 155 did not have a material
effect on our consolidated financial statements.

In March 2006, the FASB issued SFAS No. 156, Accounting for Servicing of Financial Assets—an
amendment of FASB Statement No. 140 (“SFAS 156”). SFAS 156 requires: (i) an entity 1o recognize a
servicing asset or servicing liability each time it undertakes an obligation to service a financial asset by
entering into a servicing contract under certain conditions, (ii) all separately recognized servicing assets
and servicing liabilities to be initially measured at fair value, if practicable, and (iii) permits an entity to
choose either the amortization method or the fair value measurement method for subsequent
measurement of each class of separately recognized servicing assets and servicing liabilities. We adopted
SFAS 156 during the quarter ended March 31, 2007. The adoption of SFAS 156 did not have a material
effect on our consolidated financial statements.
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Recently Issued Accounting Pronouncements Not Yet Adopted

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (“SFAS 1577).
SFAS 157 clarifies the definition of fair value, establishes a framework for measuring fair value in
GAAP and requires expanded financial statement disclosures about fair value measurements for assets
and liabilities. SFAS 157 requires companies to disclose the fair value of their financial instruments
according 1o a fair value hierarchy as defined in the standard. SFAS 157 is effective for fiscal periods
beginning after November 15, 2007. SFAS 157 will be effective for us beginning January 1, 2008, and
we are currently evaluating (he effects of SFAS 157 on our consolidated financial statements.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Asseis and
Financial Liabilities (“SFAS 159”). SFAS 159 permits entities to choose to measure many financial
instruments and certain other items at fair value to improve financial reporting by providing entitics
with the opportunity to mitigate volatility in reported earnings caused by measuring related assets and
liabilities differently without having to apply complex hedge accounting provisions. SFAS 159 also
establishes presentation and disclosure requirements designed to facilitate comparisons between entities
that choose different measurement attributes for similar types of assets and liabilities. SFAS 155 is
effective for financial statements issued for fiscal periods beginning after November 15, 2007. SFAS 159
will be cffective for us beginning January 1, 2008, and will have the following effect at adoption:

Historical Cumulative
December 31, At date of cffect
2007 adoption adjustment
Collateralized debt obligations (“CDOs™) ... .. $486,608  $299,034 $187,574
Deferred financing costs on CDOs, net of
accumulated amortization .. ............. 8,152 — (8,152)
Net unrealized holding gains on available for
sale securities within our CDO enlities
reclassified to declared dividends in excess of
Operations . .......... i 1,670
Total cumulative effect adjustment. .. ..., ... $181,092

In addition, we have $290,880 of notional interest rate positions relating to our CDOs that no
longer qualify for hedge accounting at the date of adoption. Subsequent changes in fair valuc and net
cash settlements prospectively will be recorded in our statement of operations.

In June 2007, the American Institute of Certified Public Accountants (“AICPA”) issued Statement
of Position (“SOP”) 07-1, Clarification of the Scope of the Audit and Accounting Guide for Investment
Companies and Accounting for Parent Companies and Equity Method Investors for Investments in
Investment Companies (“SOP 07-17). This SOP provides guidance for determining whether an eutity is
within the scope of the AICPA Audit and Accounting Guide Investment Companies (the “Guide”).
Entities that are within the scope of the Guide are required, among other things, to carry their
investments at fair value, with changes in fair value included in carnings. The effective date of
SOP 07-1 has been indefinitely deferred. We are currently evaluating this new guidance and have not
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determined whether we will be required to apply the provisions of the Guide in presenting our
consolidated financial statements if and when such deferral ends.

In December 2007, the FASB issued SFAS No. 141(R), Business Combinations (“SFAS 141(R)”),
which replaces SFAS No. 141, Business Combinations, and requires a company to recognize the assets
acquired, the liabilities assumed, and any non-controlling interest in the acquired entity to be measured
at their fair valucs as of the acquisition date. SFAS 141(R) also requires acquisition costs (o be
expensed as incurred and does not permit certain restructuring activities previously allowed under EITF
Issue No. 95-3 10.be recorded as a component of purchase accounting. SFAS 141(R) applies
prospectively to business combinations for which the acquisition date is on or after the beginning of the
first annual reporting pcriod beginning on or after December 15, 2008. We are currently evaluating the
effect the adoption of SFAS 141(R) may have on our consolidated financial statements,

In December 2007, the FASB issued SFAS No. 160, Accounting for Noncontrolling Interests in
Consolidated Financial Statements—an amendment of Accounting Research Bulletin No. 51 (“SFAS 1607).
SFAS 160 clarifies the classification of non-controlling interests in consolidated statements of financial
position and the accounting for and reporting of transactions between a company and holders of such
non-controlling interests. Under SFAS 160, non-controlling interests are considered equity and should
be reported as an element of consolidated equity. The current practice of classifying minority interests
within a mezzanine section of the statement of financial position will be eliminated. Under SFAS 160,
net income will encompass the total income of ali consolidated subsidiaries and will require separate
disclosure on the face of the statement of operations of income (loss) attributable 1o the controlling
and non-controlling interests. Increases and decreases in the non-controlling ownership interest amount
will be accounted for as equity transactions. When a subsidiary is deconsolidated, any retained,
non-controlling equity investment in the former subsidiary and the gain or loss on the deconsolidation
of the subsidiary must be measured at fair value. SFAS 160 is effective for fiscal years beginning after
December 15, 2008 and carlier application is prohibited. We are currently evaluating the effect the
adoption of SFAS 160 may have on our consolidated financial statements.

Presentation

Certain reclassifications have been made in the presentation of the prior period’s consolidated
financial statements to conform to the 2007 presentation.

F-25



Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

3. AVAILABLE FOR SALE SECURITIES

Our available for sale sccurities are carried at their estimated fair values. The amortized cost and
estimated fair values of our available for sale securities as of December 31, 2007 and 2006 are
summarized as follows:

December 31, 2007 Gross Gross Estimated
Ameortized Unrcalized  Unrealized Fair
Security Description Cost Gains Losses Value
CMBS . ... .. $ 398797 § 613 £ — 5§ 399410
Agency MBS .. ... ... ........ 1,238,769 7,975 (62) 1,246,682
Non-Agency RMBS ............ 166,801 1,621 — 168,422
Preferred stock . . .............. 1,140 — (408) 732
Total .. vvee e $1,805,507 $10,209  $(470)  $1,815246
December 31, 2006 Gross Gross Estimated
Amortized Unrcalizced  Unrealized Fair
Security Description Cost Gains Losses Value
CMBS ... ... . $ 469,505 5 7,594 8 (4,527) § 472572
Agency MBS ... ... oL 2,538,699 5,524 (12,122) 2,532,101
Non-Agency RMBS ... ........ 281,283 8,391 (2,431) 287,243
ABS. ... . 44,708 1,673 (249) 46,132
Preferred stock . ... ............ 4,852 — (292) 4,560
Total .. ..o $3,339,047 $23,182  §(19,621) 83,342,608

We pledge our available for sale securities to secure our repurchase agreements and collateralized
debt obligations. The fair value of the available for sale sccuritics that we pledged as collateral as of
December 31, 2007 and 2006 is summarized as follows:

December 31,

Pledged as Collateral: 2007 2006

For borrowings under repurchase agreements .......... $1,393,195 §2,893,720

For borrowings under collateralized debt obligations . .. .. 398,681 257814
Total ..t e e e $1,791,876  $3,151,534
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3. AVAILABLE FOR SALE SECURITIES (Continued)

The aggregate estimated fair values by underlying credit rating of our available for sale securities
as of December 31, 2007 and 2006 were as foilows:

December 31, 2007 December 31, 2006
Estimated Estimated

Security Rating Fair Value Percentage Fair Value Percentage
AAA L $1,246,682 68.68% $2,532,101 75.75%
AA — —_ —_ —_
A — — 39,586 1.19
BBB........ ... ... .. ... . ... 214,867 11.84 326,960 9.78
BB...... ... .. .. 154,835 8.53 226,649 6.78
B 127,263 7.01 137,383 4.11
CCC ... e 5,930 0.33 —_ —
CC. .. — — — —
o 1,519 0.08 — —
Notrated .. ... ... ...... 64,150 3.53 79,929 2.39

Total .. ... ... ... ... .... $1,815,246 100.00% $3,342,608 100.00%

The face amount and net unearned discount on our investments as of December 31, 2007 and
2006 were as follows:

Description: December 31,

2007 2006
Face amount .. ... ... ... ... .. $2,431,744  $3,607,182
Net unearned discount .. ... ... .. L Ll (626,237)  (268,135)
Amortized COSt . ... .. $1,805,507 $3,339,047

For the years ended December 31, 2007 and 2006 and the period March 15, 2005 (commencement
of operations) through December 31, 2005, net discount on available for sale securities accreted into
interest income totaled $20,129, $9,782 and $3,779, respectively.

Commercial Mortgage Backed Securities (“CMBS")

Our investments include CMBS, which are mortgage backed sccurities that are secured by, or
evidence ownership interests in, a single commercial mortgage loan, or a partial or entire pool of
mortgage loans secured by commercial properties. The sccurities may be senior, subordinated,
investment grade or non-investment grade.
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3. AVAILABLE FOR SALE SECURITIES (Continued)

The following is a summary of our CMBS investments as of December 31, 2007 and 2006:

December 31, 2007

Security Rating

December 31, 2006

Security Rating

Gross Unrealized

Weighted Averuge

Estimated Book Market Term
Amortized Cost Gains Losses Fair Value Coupon Yield Yield(l) (yrs)
. 8 — $—-5—3 - % —% -~-% —
.. 182,227 —_ — 182227 584 11.61 11.57 8.8
.. 99,817 — — 99817 506 1399 1400 8.94
.. 61,614 498 —_ 62,112 5.00 17.14 1722 979
.. 5,017 113 — 5130 4.69 1815 2719 798
.. 50,122 2 — 50,124 5.07 23.17 30,10 10.54
.. %398797 %613 § — $399410 5.29 1460 1558 919
Gross Unrealized Weighted Average
Estimated Book Market Term
Amortized Cost  Gains Losses  Fair Value Coupon Yield Yield(l) {yrs)
$§ — § —8% —$% — —% —% % —
226,820 4,986 (690) 231,116 563 635 605 976
125,566 410 (2,213) 123,763 496 788 807 9.85
63,770 389 (1,189) 62,970 494 11.76 1194 11.39
53,349 1,809 (435) 54,723 500 1649 208> 1231
$469,505 $7,594 $(4,527)$472,572 520 8.64 9.08 10.69

(1) Market yield is calculated on a non-loss adjusted basis.

Agency Mortgage-Backed Securities (“Agency MBS”)

Our investments include (i) Agency mortgage pass-through certificates, which are securilies issued
or guaranieed by the Federal National Morigage Association (“Fannie Mac™), Federal Home Loan
Mortgage Corporation (“Freddic Mac™) or Government National Mortgage Association (“Ginnie
Mae") and (ii) Agency Collateralized Mortgage Obligations issued by Fannic Mae or Freddic Mac
backed by morigage pass-through securitics and evidenced by a series of bonds or certificates issued in
multiple classes (collectively, “Agency MBS”).
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3. AVAILABLE FOR SALE SECURITIES (Continued)
The following is a summary of our Agency MBS investments as of December 31, 2007 and 2006:

December 31, 2007

Gross Unrealized Weighted Average

Estimated Book Market Term
Security Rating Amortized Cost Gains Losses  Fair Value Coupon Yield Yield(l)  (yrs)
AAA L $1,238,769 $7,975 $(62) $1,246,682 5.62%535 498 219
AA L — R — — — —_ - —
A e e — —_ —_ — — — —_ —
BBB............. ... ... .... — —_— = — — _ — —
BB .. ... ... — —_ = - = = —
B oo — — - _ = = — —_
CCC..... e — — = - = = = _
CC . — — - e — — _
C o — —_ = — — — — —
Notrated ................... — —  — —_— — — — —
Total Agency MBS. . ... ...... .. $1,238,769 $7.975 $(62) $1,246,682 562 535 498 219
December 31, 2006

Gross Unrealized Weighted Average

Estimated Book Market Term
Security Rating Amortized Cost Gains Losses Fair Value Coupon Yield Yield{l} (yrs}
AAA $2,538,699 $5,524 $(12,122)$2,532,101 5.46%4.94 492 1.89
AA L — —_ — — — — — —
A — — — — —_ — — —
BBB................... .. _ — — — — — — —
BB... ... ... ... — — — _— —_ — — _
B.. .. —_— — — — — — — —
Notrated ................. —_ — — - = = _
Total Agency MBS . ... .. ... $2,538,699 $5,524 $(12,122)$2,532,101 546 494 492 189

(1) Market yicld is calculated on a non-loss adjusted basis.

Residential Mortgage Backed Securities (“RMBS")

Our investments include RMBS, which are securities that represent participations in, and are
secured by or payable from, mortgage loans secured by residential propertics. Qur RMBS investments
include Non-Agency pass-through certificates which are rated classes in senior/ subordinated structures
{“Non-Agency RMBS”).
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3. AVAILABLE FOR SALE SECURITIES {Continued)

The following is a summary of our Non-Agency RMBS investments as of December 31, 2007 and

2006:

December 31, 2007

Gross Unrealized

Weighted Average

Estimated Book Mauarket Term
Security Rating Amortized Cost  Gains  Losses Fair Value Coupon  Yield Yield(}) (yrs)
AAA e $ — $ —5—3 —_ =% —% —% —
AN — _ — _ —_ — —_ —
A e — —_ — — — — _ —
BBB.......... ... ... ... ... 32,296 344 — 32,640 6.08 2432 3720 3.20
BB ... ... ... .. 54,468 118 — 54586 6.74 36.15 91.92 3.65
B oo e 64,049 1,102 — 65,151 7.48 2442 61.05 432
CCC . e e 800 —_ - 800 7.37 78.60 133.95 3.87
CC o e e — —_ - — — — — -
C o e e 1,474 45 — 1,519 808 27.28 8656 1.72
Notrated ........ ... ... 13,714 12 — 13,726 6.56 78.30 148.77 3.85
Total Non-Agency RMBS . ... ... ... $166,801 $1,621 § — §$168422 692 3294 74.16 3.82

December 31, 2006

Security Rating

Gross Unrealized

Weighted Average

Estimated Book Market Term

Amortized Cost  Gains Losses  Fair Value Coupon Yield Yield(l) (yrs)
$ — $ — 8% — 3 —_ =% =% —% —
29,094 124 (181) 29,037 6.74 7.39 747 333
61,340 103 (1,182) 60,261 7.07 856 9.53 3.26
99,529 1,666 (469) 100,726 699 1253 13.66 2.93
71,190 3,697 (474) 74,413 780 2116 13.68 4.26
20,130 2,801 (125) 22,806 6.91 49.10 73.01 3.04
$281,283  $8,391 $(2,431)$287,243 7.18 1593 13.18 3.38

(1) Market yield is calculated on a non-loss adjusted basis.

Asset-Backed Securities (“ABS”)

Aircraft ABS generally are collateralized by aircraft leases. Issuers of consumer and aircraft ABS
generally are special-purpose entities owned or sponsored by banks and finance companies, captive
finance subsidiaries of non-financial corporations or specialized originators such as credit card lenders.
During the year ended December 31, 2007, we sold all three of our ABS investments for proceeds of
$34,311 and realized a loss of $456. As of December 31, 2007, we had no investments in ABS.
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3. AVAILABLE FOR SALE SECURITIES (Continued)

The following is a summary of our ABS investments as of December 31, 2006;

December 31, 2006

Gross Unrealized

Weighted Average

Estimated Book Market Term
Security Rating Amortized Cost  Gains Losses Fair Value Coupon Yield Yield(1) (yrs)
AAA $I — & —5 — 5 — —% —% —% —
AA L — — — — — -— — —
A e 10,310 239 — 10549 573 823 06.86 276
BBB............. .. ... ... ..., 34,398 1,434 (249) 35583 583 9.15 851 457
BB . ... — — — — —_ - — —
B .. — — — — - - — —
Notrated ...................... — — — — - - = =
Total ABS .. ... ... .. ... ... 544,708  $1,673 $(249) $46,132 581 893 814 418

(1} Market yieid is calculated on a non-loss adjusted basis.

Other Securities

We invested in the preferred stock of Millerton I CDO with an cstimated fair value of $432 and
$2,160 as of Dccember 31, 2007 and 2006, respectively, and the preferred stock of Millerton 11 CDO
with an estimated fair value of $300 and $2,400 as of December 31, 2007 and 2006, respectively. The
preferred stock of Millerton 1 CDO was rated Ba3 and the preferred stock of Millerton I1 CDO was

not rated at December 31, 2007.

Unrealized Losses

For available for sale securitics with unrealized losses, the following table sets forth the amortized
cost, fair value and uarealized loss for such securities that we owned as of December 31, 2007:

Security Rating
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3. AVAILABLE FOR SALE SECURITIES (Continued)

As of December 31, 2007, the three AAA rated securities that we held that had unrealized losses
had been in a loss position for more than 12 months. As of December 31, 2007, the one BB rated
security that we held that had unrealized losses had been in a loss position for less than 12 months.
The unrealized losses on our securities are primarily the result of market factors, rather than credit
impairment, and we have performed credit analyses in relation to such securities that support our belief
that the carrying values of such securities are fully recoverable over their expected holding period.
Because we have the ability and intent to hold these investments until a recovery of fair value, which
may be maturity, we do not consider these investments to be other than temporarily impaired at
December 31, 2007. Although our management expects to hold these securities until their recovery,
there is no assurance that such securities will not be sold or at what price, if any, they might be sold.

For available for sale securities with unrealized losses, the following table sets forth the amortized
cost, fair value and unrealized loss for such securities that we owned as of December 31, 2006:

Number of Amortized Unrealized
Security Rating Securities Cost Fair Value Loss
AAA L 68 $1,221,778  $1,209,656  $12,122
AA — — — —
AL 1 4,363 4,182 181
BBB ...... ... ... L. 24 133,211 131,090 2,121
BB... ... ... . 4i 110,688 107,814 2,874
B. . 36 60,327 58,664 1,663
Notrated .. .................. 6 9,652 8,992 660
Total .. ... ... ... ... 176 $1,540,019  $1,520,398 $19,621

As of December 31, 2006, we held 47 securities, with unrealized losses totaling $1,878, that had
been in a loss position for 12 months or less. As of December 31, 2006, we also held 129 securities,
with unrealized losses totaling $17,743, that had been in a loss position for more than 12 montas. The
unrealized losses on our securitics were primarily the result of market factors, rather than credit
impairment, and we performed credit analyses in relation to such sccurities that supported our belief
that the carrying values of such securities were fully recoverable over their expected holding period.
Because we had the ability and intent to hold these investments until a recovery of fair value, which
may be maturity, we did not consider these investments to be other than temporarily impaired at
December 31, 2006.

Other Than Temporary Impairments

For the year ended December 31, 2007, we recorded an impairment charge totaling $317,931 on
130 RMBS, 39 Agency MBS, 131 CMBS and two preferred stock investments, which was reclassified
out of other comprehensive income. The impairment of 22 of the 130 RMBS and seven of the 131
CMBS, totaling $59,454 and $11,162, respectively, is attributed to the decline in the projected yields
related to changes in the cash flow assumptions, such as timing and prepayments, on the underlying
assets. The impairment of the remaining 108 of the 130 RMBS, 115 of the 131 CMBS and both of the
preferred stock investments, totaling $69,291, $154,630 and $3,712, respectively, is attributed to other
than temporary declines in market values and is primarily a consequence of wider spreads affecting
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3. AVAILABLE FOR SALE SECURITIES (Continued)

market values of the securitics. The impairment of the remaining nine of 131 CMBS and 59 Agency
MBS, totaling $9,126 and $10,556, respectively, is the result of our intent not to hold these securities to
recovery where cosl exceeds market value, At December 31, 2007, of the investments that we impaired
during 2007, we still owned 130 RMBS, 17 Agency MBS, 130 CMBS and two preferred stock
investments.

For the year ¢ended December 31, 2006, we recorded an impairment charge totaling $10,389 on 17
RMBS, nine Agency MBS and four CMBS, which was reclassified out of other comprehensive income.
The impairment of all of the 17 RMBS and one of the four CMBS, totaling $3,182 and $282,
respectively, is attributed to the decline in the projected yields related to changes in the cash flow
assumptions, such as timing and prepayments, on the underlying assets. The impairment of the
remaining threc of four CMBS and nine Agency MBS, totaling $3,915 and $3,010, respectively, is the
result of our intent not to hold these securities to recovery where cost exceeds market value, At
December 31, 2006, of the investments that we impaired during 2006, we still owned 17 RMBS and two
CMBS, and we did not sell any of these 19 securities during 2007.

For the period March 15, 2005 (commencement of operations) to December 31, 2005, we recorded
an impairment charge of 35,782 on nine Agency MBS, which was reclassificd out of other
comprehensive income. The impairment of the nine Agency MBS is the result of our intent not to hold
these securities (o recovery where cost exceeds market value. The nine Agency MBS impaired in 2005
were sold in 2006.

Sale of Available for Sale Securities

During the year ended December 31, 2007, we sold 36 securities for proceeds of $828,670 and
realized a gain of $2,881 and we sold 40 securities for proceeds of $814,460 and realized a loss of
$4,426. During the year ended December 31, 2006, we sold 22 securities for proceeds of $182,744 and
realized a gain of $1,571, we sold three securities at their carrying value for proceeds of $7,991 and we
sold 16 securities for proceeds of $469,675 and realized a loss of $3,699. During the period March 15,
2005 (commencement of operations) through December 31, 2005, we sold one security for proceeds of
$374 and realized a gain of $4.

4. REAL ESTATE LOANS

We invest in mczzanine loans, B Notes, construction loans and whole loans. A mezzanine loan is a
loan that is subordinated to a first mortgage loan on a property and is senior 1o the borrower’s equity
in the properties. Mczzanine loans are made to the property’s owner and are secured by pledges of
ownership interests in the property and/or the property owner. The mezzanine lender can foreclose on
the pledged interests and thereby succeed to ownership of the property subject to the lien of the first
mortgage.

A subordinated commercial real estate loan, which we refer to as a B Note, may be rated by at
least one nationally recognized rating agency. A B Note is typically a privately negotiated loan that is
secured by a first mortgage on a single large commercial property or group of related properties; and is
subordinated to an A Note secured by the same first mortgage on the same property.
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4. REAL ESTATE LOANS (Continued)

A construction loan represents a participation in a construction or rehabilitation loan on a
commercial property that generally provides 85% to 90% of total project costs and is secured by a first
lien mortgage on the property. Alternatively, mezzanine loans can be used 1o finance construction or
rehabilitation where the security is subordinate to the first mortgage lien. Construction loans and
mezzanine loans used to finance construction or rehabilitation generally would provide fees and interest
income at risk-adjusted rates.

A whole mortgage loan is a loan secured by a first lien mortgage that provides mortgage financing
to commercial and residential property owners and developers. Generally, mortgage loans have
maturities that range from three to 10 years for commercial properties and up to 30 years for
residential properties.

The following is a summary of our real estate loans as of December 31, 2007 and 2006:

‘Weighted
Weighted Average
Number Carrying Average Yearse
Loan Type of Loans  Face Value Value Interest Rate Maturity Range ta Maturity
December 31, 2007
Whole loans . . ... ... ... 14 $116,559 $118,015 5.73%  11/2009-8/2016 14
Construction loans ...... 2 25,370 20,872 12.49 5/2008-7/2008 04
Mezzanine loans . . ... ... _g 31,923 31,893 9.78 10/2008-8/2016 7.1
_12 $173,852  $170,780 7.46 5/2008-8/2016 6.3
December 31, 2006
Whole loans . . .. ....... 16 $198,942  $200,605 6.06%  11/2009-7/2021 89
Construction loans . ... .. 2 20,052 20,056 11.48 11/2007-7/2008 1.3
Mezzanine loans . . . ... .. _2 16,923 17,009 9.75 7/2008-2/2016 6.6
20 $235,917 $237,670 6.78 11/2007-7/2021 8.1

The carrying values of our loans as of December 31, 2007 and 2006 include unamortized
underwriting fecs of $192 and $180, respcctively.

The maturities of our real estate loans as of December 31, 2007 are as follows: $31,625 in 2008,
$4.152 in 2009, $3,075 in 2010, $3,384 in 2011, $7,946 in 2012 and $119,170 thereafter.

In 2005, we originated a $9,450 mezzanine construction loan to develop luxury residential
condominiums in Portland, Oregon. In September 2007, we entered into an agreement with the
borrower and the senior lender to increase both the mezzanine construction loan and the senior loan
that requires additional capital contributions from the project equity holder to cover the remaining
costs to complete the project. The mezzanine construction loan bears interest at an annual rate of 16%
and had a maturity date of November 2007, which was subsequently extended until May 2008. Under
the amended agreement governing the terms of the loan, interest on the loan was paid in cash through
March 2006, was capitalized through September 2007, and will be paid in cash through May 2008. We
advanced an additional $5,712, including capitalized interest of $1,105, during the year ended
December 31, 2007.
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4. REAL ESTATE LOANS (Continued)

The financing structures that we offer to the borrowers on certain of our real estate loans involve
the creation of entities that could be deemed VIEs and therefore, could be subject 1o FIN 46R. The
September 2007 agreement to provide additional financing discussed above triggered a reconsideration
event under FIN 46R. This loan was determined (o be a VIE; however, we concluded that we are not
the primary beneficiary. Our maximum exposure to loss under this agrecment as of December 31, 2007
totaled $9,270.

Currently, the projected total costs to complete the project have increased from $41,400 o
$59,393, including capitalized interest. As of December 31, 2007, of the 70 units available, 47 unils have
been sold.

We have evaluated the financial merits of the project by reviewing the projected unit sales and
cstimated construction costs and evaluating other collateral available to us {(and the expected cost of
realizing any rccovery on that collateral) under the terms of the loan. We believe that it is probable
that we will not recover the entire loan balance, including the capitalized interest, through the
satisfaction of future cash flows from sales and other available collateral. Accordingly, based on our
analysis, we have recorded provision for loan loss of $4,500 related to this loan during the year ended
December 31, 2007. We will centinue to monitor the status of this loan. However, housing prices, in
particular condominium prices, may fall, unit sales may lag projections and construction costs may
increase, all of which may increase the risk of recovery on our loan. No assurance can be given that we
will not be required to record additional loan loss reserves with respect to this loan in the future
depending on the borrower’s ability to complete the project without additional cost overruns. In the
event thal we determine that it is probable that we will not be able to recover the current carrying
value of this loan, additional loan loss reserves will be recorded.

We pledge our real estate loans to sccure our collateralized debt obligations, senior mortgage
backed notes, repurchase agreements and secured revolving credit facility. The fair value of the real
cstate loans that we pledged as collateral as of December 31, 2007 and 2006 is summarized as follows:

December 31,

Pledged as Collateral: 2007 2006
For borrowings under collateralized debt obligations .. . ... .. $ — $ 18,000
For borrowings under scnior mortgage-backed notes, related

PAItY . . e e e 112,874 —
For borrowings under repurchase agreements ... ... ..... .. — 159219
For borrowings under sccured revolving credit facility, related

PALLY . o e 34,587 —

Total ... oo o $147.461 3177219

As of December 31, 2007 and 2006, our real estate loans included non-U.S. doilar denominaied
assets with a carrying value of $0 and $42,885, respectively.
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5. ACQUISITIONS
Houston and Phoenix properties

On March 20, 2007, we acquired two properties located in Houston, Texas and Phoenix, Arizona
totaling approximately 428,600 and 724,000 square feet, respectively, from an affiliate of our Manager
for an aggregate purchase price of $234,710. Both properties are lcased on a triple net basis Lo one
tenant under leases that expire in 2021. In addition to the sale and purchase agrecment, we entered
into rent enhancemcnt agreements with the seller under which we will receive payments through 2015
totaling $15,905. The present value of such payments is recorded as other receivables (net of
amortization) totaling $11,865 on our balance sheet as of December 31, 2007, which partially o:fsets the
below-market lease terms.

The following is a summary of the allocation of purchase price to each major class of assel and
liability:

Commercial real estale . ... . .. e $213,835
Intangible @ssCls . . ... ... 81,082
Intangible liabilities . .. ... ... .. . . {73,804)
Rent enhancement receivable . . ... ... .. .. ... o o e 13,597
Total . . o o e e $234,710

The transaction was financed with a $198,500 mortgage loan thal bears interest at an annual rate
of 5.509% (hedged rate 5.65%) and matures on April 1, 2017. We incurred financing costs of $209,
which have been deferred and are being amortized over the term of the loan.

Arlington property

On September 25, 2007, we acquired a property located in Arlington, Texas totaling approximately
176,000 square fect from an affiliate of our Manager for a purchase price of $26,494. The property is
lcased on a triple net basis to the same tenant as the Houston and Phoenix propertics under a lease
that expires in 2027. In addition to the sale and purchase agreement, we entered into a rent
enhancement agreement with the seller under which we will receive payments through 2019 totaling
$6,902. The present value of such payments is recorded as other receivables totaling $4,446 on our
balance sheet as of December 31, 2007, which partially offsets the below-market lease terms.

The following is a summary of the allocation of purchase price to each major class of asset and
liability:

Commercial real estale . . .. .. .. .. it i e $25,638
Intangible asSCUS . .. ... ..o 4,368
Intangible liabilities . . .. ... .. .. ... ... (7,998)
Rent enhancement receivable . . . ... .. o 4,486
O Al « o o e e e e e e $26,494

The transaction was financed with a $20,880 mortgage loan that bears interest al an anoual rate of
6.29% and matures on October 1, 2017. We incurred financing costs of $98, which have been deferred
and are being amortized over the term of the loan.
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6. COMMERCIAL REAL ESTATE

The components of commercial real estate as of December 31, 2007 arc as follows:

December 31,
007
Land . .. e $ 17,428
Buildings and improvements . . . ... ... ... ... .. 222,045
Commercial properties . . ...... ... ... ... ... e 239,473
Less: Accumulated depreciation . ... ... o L L L (4,710)
Total . ... e $234,763

The depreciation expense related to commercial real estate included in the operating results for
the year ended December 31, 2007 was $4,710.

The following is a schedule of future minimum rent payments to be received under the leases at
the three properties acquired:

Rent

Payments
2008 . . $ 11,150
2000 L e 11,373
2000 L e 11,600
711 18 11,832
2002 L e 12,068
Thereafter. . ... e e 126,461

7. OTHER INVESTMENTS

The components of other investments as of December 31, 2007 and 2006 are as follows:

December 31,  December 31,

2007 2006
Investment in foreign credit facility . ................ 5 — $20,133
Investment in trust preferred securities ... ... ........ 1,550 —
Interest in equity investment . . .................... 36,211 —
Total other investments . .. ... ... ........ccv.... $37,761 $20,133

The interest in equily investmenl represents an investment in a private equity fund that invests in
real estate investments. The fund is managed by an affiliate of our Manager and the investment was
approved by the independent members of our board of directors. In addition to the initial investment
of $28,462 in January 2007, we agreed to a future capital commitment of $10,392. Certain distributions
from the private equity fund are classified as recallable by the fund. Distributions totaled $8,494 with
recallable capital amounts totaling $4,776 for the year ended December 31, 2007. As of December 31,
2007, we had made additional capital contributions of $13,633 and our unfunded commitment totaled
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7. OTHER INVESTMENTS (Continued)

$1,535. Income from the interest in equity investment for the year ended December 31, 2007 can be
broken down in the following components:

Year Ended
December 31,
2007
Income from equity investment before management and promote fees. . 33416
Management fee ... ... ... . (225)
Promole fee .. . ..o (581)
Income from equity investment . .................cov.iana.. $2,610

In August 2006, we acquired a participation interest in an unsecurcd loan. The face value of the
loan at December 31, 2006 was £10,000 ($20,133), it bore interest at the rate of LIBOR plus 683 basis
points and did not have any stated maturity date. The loan was non-US dollar denominated. In
connection with this loan, we paid $568 (£300) to secure this loan, and we amortized this amount over
the expected loan term of eight years. Amortization totaled $51 and $24, respectively, for the years
ended December 31, 2007 and 2006. In September 2007, we sold our investment in foreign credt
facility for total proceeds of $23,118 and realized a gain of $42.

8. INTANGIBLE ASSETS AND INTANGIBLE LIABILITIES

The intangible assets and liabilities arose on the acquisition of the commercial real estate
properties in March 2007 and Septcmber 2007.

As of December 31, 2007, the components of intangible asscts are as follows:

Weighted
December 31,  Average Life
2007 (Years)
Lease origination costs . . .. ... ... i $82,228 i4.4
Below-markel ground lease . ...... ... ... oL 2,919 583
Mineral rights .. ... ..o 303
Total . . . e e e 85,450
Less: Accumulated amortization .. ... ... ... .. ... (4,276)
Intangible @ssets .. ....... .. ... $81,174

The amortization of lease origination costs for the year ended December 31, 2007 was $4,237 and
is included in depreciation and amortization expense. The amortization of below-market ground lease,
which is included in commercial real estate expenses, for the year ended December 31, 2007 was $39.
The estimated amortization of these intangible assets is $5,633 per year for cach of the next five years.

Below market leases, net of amortization, which are classified as intangible liabilities, are $77,745
as of December 31, 2007. The amortization of intangible liabilities included in rental income for the
year ended December 31, 2007 was $4,057. The estimated amortization is $5,480 per year for cach of
the next five years.
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9. DEBT AND OTHER FINANCING ARRANGEMENTS
The following is a summary of our debt as of December 31, 2007 and 2006:

Type of Debt: 2007 2006
Repurchase agreements .. ... ... ... ..., $1,276,121 $2,723,643
Repurchase agreements, related party . ............... — 144,806
Collateralized debt obligations . . ................... 486,608 194,396
Senior mortgage-backed notes, related party . ........ .. 99,815 —
Junior subordinated notes held by trust that issued trust

preferred securities . . . ... ... . L oL 51,550 —
Mortgages payable . ... ... ... ... oo o 219,380 -
Secured revolving credit facility, related party ... ... .. .. 67,319 —

Total Debt .. ... .. $2,200,793  $3,002,845

Repurchase Agreements

As of December 31, 2007, we had entered into master repurchase agreements with various
counterparties to finance certain of our asset purchases on a short term basis. Under these agreements,
we sell our assets to the counterpartics and agree to repurchase those asscls on a certain date at a
repurchase price gencrally ¢qual to the original sales price plus accrued interest. The counterparties
will purchase each asset financed under the facility at a percentage of the asset’s value on the date of
origination, which is the purchase rate, and we will pay interest to the counterparty at short term
interest rates (usually based on one-month LIBOR) plus a pricing spread. We have agreed to a
schedule of purchase rates and pricing spreads with these counterparties that generally are based upon
the class and credit rating of the asset being financed. The facilities are recourse to us. For financial
reporting purposes, we characterize all of the borrowings under these facilities as balance sheet
financing transactions.

Under the repurchase agreements, we are required Lo maintain adequale collateral with these
counterpartics. If the market value of the collateral we have pledged declines, then the counterparty
may require us to provide additional collateral to secure our obligations under the repurchase
agreement. As of December 31, 2007 and 2006, we were required to provide additional collateral in the
amount of $15,661 and $62,075, respectively, which is included in restricted cash on the balance sheet.

F-39




Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

9. DEBT AND OTHER FINANCING ARRANGEMENTS (Continued)

As of December 31, 2007, we had repurchase agreements outstanding in the amount of $1,276,121
with a weighted-average borrowing rate of 5.03%. As of December 31, 2007, the repurchase agreements
had remaining weighted-average maturities of 24 days and are summarized below:

Weighted-
Fair Value Average
Qutstanding of Borrowing Maturity
Repurchase Counterparty Balance Collateral Rate Range (days)
Bear, Stearns & Co. Inc. ... . ... $ 172975 § 226,038 5.21% 11-17
Citigroup Global Markets [nc. ... 170,135 178,010 5.04 11
Credit Suisse First Boston LLC/

Credit Suisse {Europe) Limited . 374,122 392,711 4.85 15-39
Decutsche Bank Sccurities Inc. . .. 123,645 131,928 5.20 22-43
Goldman, Sachs & Co. .. ....... 1,663 2,384 7.59 7
Greenwich Capital Markets, Inc. . . 138,718 143,891 4.97 16
Lehman Brothers Inc. ... ...... 75,369 84,893 5.3 10
Merrill Lynch, Pierce, Fenner &

Smith Incorporated . . ... .. ... 180,120 187,262 4.89 17
Morgan Stanley & Co.,

Incorporated . . ............. 25,895 37,844 5.08 11-24
Wachovia Bank, National

Association. ... ... ... ... 13,479 26,115 0.12 29
Total . ... .. $1,276,121 $1,411,076 5.03% 743

As of December 31, 2007, the maturity ranges of our outstanding repurchase agreements
segregated by our available for sale securities are as follows:

Up to 30 INto N0 Over %0

days days days Total
Agency MBS ... ... ... L $723791 $491947 § — 81,215,738
CMBS ... . 39,794 — — 39,794
Non-agency RMBS . .. ............. 19,235 - —_ 19,235
CDO Notes{1) . ..., 1,354 —_ — 1,354
Total .. e e $784,174 $491947 §$ —  §1,276,121

(1) This is a retained below-investment grade class from onc of our CDO issuances.
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9. DEBT AND OTHER FINANCING ARRANGEMENTS (Continued)

As of December 31, 2006, we had repurchase agreements outstanding in the amount of $2,868,449
with a weighted-average borrowing rate of 5.40%. As of December 31, 2006, the repurchase agreements
had remaining weighted-average maturities of 39 days and are summarized below:

Weighted-
Average
Outstanding Fair Value Borrowing Maturity

Repurchase Counterparty Balance of Collateral Rate Range (days)
Related Farty
Trilon International, Inc. .. ... .. $ 144806 §$ 159,219 5.79% 29
Unrelated Farties
Banc of America Securities LL.C . . 230,901 241,131 5.36 547
Bear, Stearns & Co. Inc. . ... ... 236,128 243,513 5.33 5-66
Citigroup Global Markets Inc. . .. 304,217 314,310 5.35 40-73
Credit Suisse First Boston LLC/

Credit Suisse (Europe) Limited . 220,724 229,216 5.34 5-73
Deutsche Bank Securities Inc. . .. 607,052 695,756 5.48 17-54
Greenwich Capital Markets, Inc. .. 252,368 260,389 5.32 12-73
Lehman Brothers Inc. ...... ... 232,929 249,927 5.42 12-73
Merrill Lynch, Picree, Fenner &

Smith Incorporated . ... ... ... 296,812 306,850 5.32 24-54
Morgan Stanley & Co.,

Incorporated . . ..., ... ... ... 101,288 196,654 5.36 1240
WaMu Capital Corp. .......... 151,224 155,974 5.30 5-66

2,723,643 2,893,720
Total . ... . $2,868,449  $3,052,939 5.40% 5-73

As of December 31, 2006, the maturity ranges of our outstanding repurchase agreements
segregated by our available for sale securities and real estate loans are as follows;

I to 90
Up to 30 days days Over 90 days Total
Agency RMBS .. ........... $ 821,668 $1,601,030 $ — $2,422,698
CMBS ... ... ... ... . ... 229,605 7.143 — 236,748
Non-agency RMBS . . .. ... ... 16,937 6,285 — 23,222
ABS ... 15,374 25,601 — 40,975
Rcal estate toans . .......... 144,806 — — 144,806
Total .. .......... ... . ... $1,228,390 51,640,059 5 — $2,868,449

In August 20035, we cntered into a $200,000 Master Repurchase Agreement (the “Master
Repurchase Agreement”) with Wachovia Bank (the “Bank™). The Master Repurchase Agreement
expires March 2008. Subject to the terms and conditions thercof, the Master Repurchase Agreement
provides for the purchase, sale and repurchase of commercial and residential mortgage loans,
commercial mezzanine loans, B Notes, participation interests in the foregoing, commercial mortgage-

F-41




Crystal River Capital, Inc. and Subsidiaries
Notes to Consolidated Financial Statements (Continued)
December 31, 2007

(dollars in thousands, except per share data)

9. DEBT AND OTHER FINANCING ARRANGEMENTS (Continued)

backed securities and other mutually agreed upon collateral and bears interest al varying rates over
LIBOR based upon the type of asset included in the repurchase obligation. In November 2003, the
Bank increased the borrowing capacity to $275,000. In August 2007, we and the Bank agreed to
decrease the borrowing capacity 1o $100,000. As of December 31, 2007 and 2006, the unused amount
under the Master Repurchase Agreement was $86,521 and $275,000, respectively.

Collateralized Debt Obligations (“CDOs”)

In November 2005, we issued approximately $377,904 of CDOs (“CDO I”) through two newly-
formed subsidiaries, Crystal River CDO 2003-1, Ltd. (the “2005 Issuer”) and Crystal River CDO
2005-1 LLC (the “2005 Co-Issuer”). CDO I consists of §227,500 of investment grade notes and $67.750
of non-investment grade notes, cach with a final contractual maturity date of March 2046, which were
co-issued by the 2005 Issucr and the 2005 Co-Issuer, and $82,654 of preference shares, which were
issued by the 2005 Issuer. We retained all of the non-investment grade securities, the preference shares
and the common shares in the 2005 Issuer. The 2005 Issuer holds assets, consisting primarily of whole
loans, CMBS and RMBS, which scrve as collateral for CDO I. Investment grade notes in the aggregate
principal amount of $217,500 were issued with floating coupons with a combincd weighted average
interest rate of three-month LIBOR plus 0.58% and these notes were hedged at an annual rate of
5.068% to protect CDO I from increases in short-term intercst rates. In addition, $10,000 of investment
grade notes were issued with a fixed coupon rate of 6.02%. CDO 1 may be replenished, pursuant to
certain raling agency guidelines relating to credit quality and diversification, with substitute collateral
for loans that are repaid during the first five years of CDO 1. Thereafter, CDO I's sccurities will be
retired in sequential order from the senior-most to junior-most as loans are repaid. We incurred
approximately $5,906 of issuance costs, which is amortized over the average life of CDO 1. The 2005
Issuer and 2005 Co-Issuer arc consolidaled in our financial statements. The investment grade notes are
treated as a secured financing, and are non recourse to us. Proceeds from the sale of the investment
grade notes issued were used to repay outstanding debt under our repurchase agreements. As of
December 31, 2007 and 2006, CDO 1 was collateralized by available for sale sccurities with fair values
of $164,855 and $257,814, respectively, and real estate loans with carrying values of $0 and $18,000,
respectively.

In January 2007, we issued approximately $390,338 of CDOs (“CDO 11”) through two newly-
formed subsidiaries, Crystal River Capital Resccuritization 2006-1 Ltd. (the “2006 Issuer”) and Crystal
River Capital Resecuritization 2006-1 LLC (the “2006 Co-Issucr”). CDO 11 consists of $324,956 of
investment grade notes and $14,638 of non-investment grade notes, each with a final maturity date of
September 2047, which were co-issued by the 2006 Issuer and the 2006 Co-Issuer, and $19,517 of
non-investment grade notes and $31,227 of preference shares, which were issued by the 2006 Issuer.
The 2006 Issuer initially held cash totaling $58,600 that was designated for the future funding of
additicnal investments. As of December 31, 2007, all of such cash had been invested. We retainad all of
the non-investment grade securities, the preference shares and the common shares in the 2006 Issuer.
The 2006 Issuer holds assets, consisting of CMBS, which serve as collateral for CDO IL Investment
grade notes in the aggregate principal amount of $324,956 were issued with floating coupons with a
combined weighted average interest rate of three-month LIBOR plus 0.57% and these notes were
hedged at an annual rate of 4.955% to protect CDO II from increase in short-term interest rates. We
incurred approximately $6,006 of issuance costs, which is being amortized over the average life of CDO
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I1. The 2006 Issuer and the 2006 Co-Issuer are conselidated in our financial statements. The investment
grade notes are lreated as a secured financing, and are non recourse to us. Proceeds from the sale of
the investment grade notes issued were used to repay outstanding debt under our repurchase
agreements. As of December 31, 2007, CDO 11 was collateralized by available for sale securities with a
fair value of $233,826.

Senior Mortgage-Backed Notes, Related Party

In April 2007, we issued $115,000 of senior mortgage-backed notes through a newly-formed
subsidiary, CRZ ABCP Financing LLC. We retained $9,250 of senior subordinated mortgage-backed
notes and $4,250 of subordinated mortgage-backed notes. CRZ ABCP Financing LLC holds assets,
consisting of commercial whole morigage loans, which serve as collateral for the mortgage-backed
notes, Senior mortgage-backed notes in the aggregate principal amount of $101,500 were issued to an
affiliate of our Manager with floating coupons with an interest rate of three-month LIBOR plus (.35%.
Interest on the senior mortgage-backed notes is payable monthly. The senior mortgage-backed notes
malure in April 2017 and the outstanding principal is due at maturity. Early repayments of the
underlying mortgage loans require repayment of a portion of the senior mortgage-backed notes. The
senior mortgage-backed notes are treated as a secured financing, and are non recourse to us. Proceeds
from the sale of the senior mortgage-backed notes issued were used to repay outstanding debt under
our repurchase agreements. As of December 31, 2007, the morigage-backed notes were coliateralized
by real esiale loans with a carrying value of $114,636. We incurred financing costs of $611, which have
been deferred and are being amortized over the term of the senior morigage-backed notes.

Junior Subordinated Notes Held by Trust that Issued Trust Preferred Securities

In March 2007, we formed Crystal River Preferred Trust I (“Trust I"") for the purpose of issuing
trust preferred securities. In March 2007, Trust I issued $50,000 of trust preferred securities to an
unaffiliated investor and $1,550 of trust common sccurities to us for $1,550. The combined proceeds
were invested by Trust [ in $51,550 of junior subordinated notes issued by us. The junior subordinated
notes are the sole assets of Trust | and mature in April 2037, but are callable by us at par on or after
April 2012. Interest is payable quarterly at a fixed rate of 7.68% (ten-year LIBOR plus 2.75%) through
April 2012 and thereafter at a floating rate cqual to threec-month LIBOR plus 2.75%. We incurred
financing costs of $1,356, which have been deferred and are being amortized over the term of the
Junior subordinated notes.

Mortgages Payable

In March 2007, we financed a portion of our purchase of two office buildings located in Houston,
Texas and Phoenix, Arizona, with a $198,500 mortgage loan that bears interest at an annual rate of
5.509% and matures on April 1, 2017. The mortgage provides for payments of interest only throughout
the term of the loan and the entire principal is due at maturity. We incurred financing costs of $209,
which have been deferred and are being amortized over the term of the loan. In September 2007, we
financed a portion of our purchase of one office building located in Arlington, Texas with a $20,880
mortgage loan that bears interest at an annual rate of 6.29% and matures on October 1, 2017. The
mortgage provides for payments of interest only untit October 1, 2010, after which we will be requirced
to make monthly payments of $129 in respect of principal and interest. We will be required 1o pay the
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remaining principal and accrued interest at maturity. We incurred financing costs of $93, which have
becn deferred and are being amortized over the term of the loan.

Revolving Credit Facilities

In March 2006, we entered into an unsecured credit facility with Signature Bank that provides for
borrowings of up to $31,000 in the aggregate. In November 2007, we and Signature Bank amerded the
terms of the facility to convert the facility to a secured revolving credit facility that provides for
borrowings of up to $12,000 in the aggregate. The facility was secured by a real estate loan that we
owned that had a carrying value of $19,000. The underlying collateral was repaid in November 2007
and we and Signature terminated the unsecured credit facility etfective with the repayment of such
collateral.

In August 2007, we entered into a $100,000 unsecured 364-day credit facility with Brookfield US
Corporation (f/k/a Brascan (U.S.) Corp.), an affiliate of our Manager. Indebtedness outstanding under
the unsccured credit facility bore interest at LIBOR + 4.00%. In November 2007, we and Brookficld
US Corporation amended the terms of the facility, cffective as of September 30, 2007, to convert the
facility to a secured revolving credit facility that provides for borrowings of up to $100,000 in the
aggregate and expires in May 2009. On March 7, 2008, we and Brookfield US Corporation amended
the terms of the facility, effective as of December 31, 2007, to extend the term of the facility from
November 2008 to May 2009, to revise the financial covenant relating to minimum net worth and o
eliminate the financial covenants relating to minimum net income (as defined in the facility), a
maximum leverage ratio and interest rate sensitivity. The secured facility bears interest at
LIBOR + 2.50%. The credit facility and the amendments were approved by the independent members
of our board of dircctors. The credit agreement contains customary representations, warranties and
covenants, including covenants limiting dividends, licns, mergers, asset sales and other fundamental
changes. In addition, the credit agreement contains additional covenants, which include maintaining a
certain minimum net worth. We incurred financing costs of $8, which have been deferred and are being
amortized over the term of the secured revolving credit facility.

Restrictive Covenants and Maturities

Certain of our repurchase agrcements and our revolving credit facilitics contain financial
covenants, including maintaining our REIT status and maintaining a specific net asset value or worth.
We were in compliance with all our financial covenants as of December 31, 2006. Effective as of
December 31, 2007, we and many of our counterpartics amended the terms of our secured revolving
credit facility and several of our repurchase agreements to reset cerlain financial covenants that we
otherwise would have failed to meet as of December 31, 2007. After giving effect to all such
amendments, as of December 31, 2007, with respect to one debt obligation, we failed to meet three
financial covenants, one of which related to a sub-limit on borrowings under that facility, and two of
which related to our leverage ratio and our tangible net worth. Had we been able to carry our CDO
liabilities at their fair vaiue, as we will upon our 2008 adoption of SFAS 159, we would have complied
with the leverage ratio and tangible net worth covenants. We obtained a waiver with respect 1o these
financial covenants that were not met. As a result, we were in compliance with or have obtained the
necessary waivers with respect to all our financial covenants as of December 31, 2007.
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Scheduled Debt Maturities

Scheduled maturities of our debt as of December 31, 2007 arc as follows:

Secured
Senior Revolving
Mortgage Junior Credit Facility,
Repurchase Backed Subordinated Mortgages Related
Agreements CcBo Notes Notes Payable Party Totals
2008 . ... ... ... $1.276,121 $ 5084 5§ — $ — 3§ — $ — 51,326,985
2009 ...l — 37,480 — — — 67,319 104,799
2000 ... — 20,586 — — 40 — 20,626
20011 ... — 16,180 — —_ 245 — 16,425
2002 ... — 13,203 — — 261 — 13,464
Thereafter. . .......... — 348,295 99815 51,550 218,834 —_ 718,494
81,276,121 $486,608 $99,815 $51,550 $219,380 $67,319  $2,200,793
Interest Expense
Interest expense is comprised of the following:
March 15, 2005
(commencement
Year Ended Year Ended of operations) to
December 31,  December 31, December 31,
2007 2006 2005
Interest on repurchase agreements . . . . . . $115,422 $135,721 $43,230
Interest on interest rate swap agreements . (9,106) (11,884) 3,191
Interest on CDO notes . ............. 29,670 12,148 087
Interest on senior mortgage-backed notes,
related party . ... ... ... 4,030 — —
Interest on mortgages payable ... ... ... 9,075 — —
Interest on junior subordinated notes . . . . 3.079 — —
Interest on short-term debt ... ... ... .. 617 617 —
Interest on secured revelving credit
facility, related party .............. 342 —
Interest on margin borrowing. . ... ..... 90 480 —
Interest on notes payable, related party . . — 239 703
Amortization of deferred financing costs . 3411 2,015 314
Other. ........ ... .. .. 167 265 —
Total interest expense .. ... ........ $156,797 $139,601 $48,425
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Interest payable is comprised of the following:

December 31, December 3t,

2007 2006

Interest on repurchase agreements. ... ... .. ... ... ... $6,662 $18,530
Interest on CDO notes . ... ... o 1,216 874
Interest in senior mortgage-backed notes, related party . . . 224 —
Interest in mortgages payable ... ... ... ... ... .. 223 —
Interest on junior subordinated notes. . .............. 671 —
Interest on secured revolving credit facility, related party . 260 —_
OIhEr . e — 13

Total interest payable . ........ ... ... .......... $9,256 $19,417

10. COMMITMENTS AND CONTINGENCIES

We invest in real estate construction loans. During the years ended December 31, 2007 and 2006,
we made advances totaling $6,318, including capitalized interest of $1,105, and $3,816, respectively,
under these commitments. As of December 31, 2007 and 2006, we had outstanding commitments to
fund real estate construction loans of $999 and $24,050, respectively.

In January 2007, we made a $28,462 investment in a private equity fund that invests in rea. estate
investments. The fund is managed by an affiliate of our Manager and the investment was apprcved by
the independent members of our board of directors. In connection with that investment, we agreed to a
future capital commitment of $10,392. Certain distributions from the private equity fund may be
recalied by the fund’s manager for reinvestment purposes. Distributions during the year ended
December 31, 2007 totaled $8,494, which included $4,776 that was subject 10 recall by the fund’s
manager. As of December 31, 2007, the unfunded commitment totaled $1,535.

11. RISK MANAGEMENT TRANSACTIONS

Our objectives in using derivatives include reducing our exposure to interest expense movements
through our use of interest rate swaps, reducing our exposure to foreign currency movements through
our use of foreign currency swaps, and generating additional yield for investing through our use of
credit default swaps.
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The fair value of our derivatives at December 31, 2007 and 2006 consisted of the following:

December 31,  December 31,

2007 2006
Derivative Assels:
Interest rate swaps ... .......... ... ... $ 370§ 13,410
Interest rate caps .. ... ... .. i 16 334
Foreign currency swaps ... ... ... ... .. — 2,744
Creditdefault swaps . ......... ... ... ... ... ..., — 3,305
Interest receivable—swaps and caps . .. ............ 174 1,072
Total derivative assets. . . ..................... 5 560 8 20,865
Derivative Liabilities:
Interest rate sWaps . ... ... $ 24736 § 2,448
Foreign currency swaps ... .. ... ... ... — 764
Credit default swaps ... ........ ... ... ......... 32,908 —
Interest payable—swapsandcaps. . ............... 4,085 7,936
Total derivative liabilities . . .. ... .. ............ $ 61,729 § 11,148

The notional amount of our interest rate swap open positions and interest rate cap open positions
as of December 31, 2007 and 2006 were as follows;

December 31, December 31,

007 2006
Interest rate swaps on reverse repurchase agreements. ... § 479,388  §1,285,433
Interest rate caps on reverse repurchase agreements . . . .. 200,000 200,000
Interest rate swaps on mortgage-backed notes . ...... .. 109,045 —
Interest rate swapson CDO notes . . ... ............. 50,413 52,069
Interest rate swaps on CDO Il notes .. ........ ... .. 240,467 240,467

$1,079,313 81,777,969

As of December 31, 2007 and 2006, we had unhedged repurchase agrecments totaling $596,733
and $1,383,016, respectively,

The change in unrealized gains (loss) on interest rate swaps and caps designated as cash flow
hedges is separately disclosed in the statement of changes in stockholders’ equity. As of December 31,
2007 and 2006, unrealized gains (losses) aggregating $(23,100) and $7,169, respectively, on active cash
flow hedges were recorded in accumulated other comprehensive income (loss). The net deferred gains
(losses) on settled swaps for the years ended December 31, 2007 and 2006 and for the period
March 15, 2005 (commencement of operations) to December 31, 2005 were $(3,143), $1,719 and
$1,090, respectively, and are being amortized into carnings through interest expense.
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For the years ended December 31, 2007 and 2006 and for the period March 15, 2005
(commencement of operations) to December 31, 2005, the amount of net realized gains on settled
swaps amortized from accumulated other comprehensive income (loss) into earnings was 51,457, $310
and $17, respectively. In the same periods, an additional $770, $415 and $165, respectively, relaiing to
other comprehensive income on active swaps and the premium on interest rate caps also was amortized
into carnings through interest expense.

In August 2007, we sold a commercial real estate loan that was denominated in Canadian dollars
and in September 2007, we sold an investment that was denominated in British pounds. In conrection
with these sales, we terminated two corresponding foreign currency swaps and rccorded a total realized
and unrealized loss of $5,149 on the termination of the swaps. As of December 31, 2007, we did not
have any foreign currency swaps in place.

The components of realized and unrealized gain (loss) on derivatives are as follows:

March 15, 2005

{commencement
Year Ended Year Ended of operations) to
December 31,  December 31, December 31,

2007 2006 2005

Realized/unrealized gains {losses)} on

credit default swaps (“CDS”) ........ $(76,141) $ 6,933 $(3,593)
Realized/unrealized gains (losses) on

foreign currency swaps (“FCS”) .. .. .. (5,149) 1,439 (308)
Unrealized gains on hedge ineffectiveness. (1,227) 386 382
Unrealized gains (losses) on economic

hedges not designated for hedge

accounting. . ... ... (3,105) 450 803
Net realized losses on scttlement of

interest rate SWaps . . . ..o (1,089) (698) (80)
Premium earned on CDS .. ... .. .. ... 2,212 1,499 299
Periodic payments received on FCS .. ... — 338 —
Swap transaction expense . ........... (452) — —

Net realized and unrealized gains

(losses) on derivatives. .. ... ...... $(84,951) $10,347 $(2,497)

As of December 31, 2007 and 2006, we were required to provide collateral in respect of ou
interest rate swaps in the amount of $18,276 and 317,408, respectively, which is included in restricted
cash on the balance sheel.

The maturities of the notional amounis of our interest rate swaps and caps outstanding as of
December 31, 2007 are as follows: $296,000 in 2008, $200,000 in 2009, $30,000 in 2011, $40,000 in 2012,
$50,413 in 2013, $14,000 in 2015, $45,000 in 2016, $13,000 in 2017, $240,467 in 2018, $109,045 in 2020
and $41.388 in 2021.

As of December 31, 2007 and 2006, we held various credit default swaps, as the protection buyer
and seller, with notional amounts of $75,000 and $110,000, respectively. A credit default swap (“CDS”)
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is a financial instrument used to transfer the credit risk of a reference entity from one party to another
for a specified period of time. In a standard CDS contract, one party, referred to as the protection
buyer, purchases credit default protection from another party, referred to as the protection seller, for a
specific notional amount of obligations of a reference entity. In these transactions, the protection buyer
pays a premium to the protection seller. The premium generally is paid monthly in arrears, bult may be
paid in full up front in the case of a CDS with a short maturity. Generally, if a credil event occurs
during the term of the CDS, the protection selier pays the protection buyer the notional amount and
takes delivery of the reference entity’s obligation. CDS are generally unconditional, irrevocable and
non-cancelable. During the year ended December 31, 2007, we closed out four CDS on single names in
an aggregate notional amount of $35,000, with a rcalized loss of approximately $7,358, and nine CDS
on the CMBX in an aggregate notional amount of $135,000, with a realized loss of approximately
$32,614. As of December 31, 2007, we had posted cash of $32,908 as collateral in connection with our
single name CDS.

12. STOCKHOLDERS' EQUITY AND LONG-TERM INCENTIVE PLAN

In March 2005, we completed the Private Offering in which we sold 17,400,000 shares of common
stock, $0.001 par value, at an offering price of $25 per share, including the purchase of 400,000 shares
of common stock by the initial purchasers/placement agents pursuant 1o an over-allotment option. We
received proceeds from these transactions in the amount of $405,613, net of underwriting commissions,
placement agent fees and other offering costs totaling $29,387. In August 2006, we completed the
Public Offering in which we sold 7,500,000 shares of common stock at an offering price of $23 per
share. The proceeds received from the Public Offering were $158,599, which was net of underwriting
and other offering costs of $13,901. Each share of common stock entitles its holder to one vote per
share. Officers, directors and entities affiliated with our Manager owned 1,916,473 and 1,981,967 shares
of our common stock as of December 31, 2007 and 2006, respectively.

In March 2005, we adopted a Long-Term Incentive Plan (the “Plan”) which provides for awards
under the Plan in the form of stock options, stock appreciation rights, restricted and unrestricted stock
awards, restricted stock units, deferred stock units and other performance awards, Our Manager and
our officers, employecs, directors, advisors and consultants who provide services to us are eligible to
receive awards under the Plan. The Plan has a term of 10 years and, based on awards since adoption,
limits awards through December 3}, 2007 to a maximum of 2,502,180 shares of common stock. For
subscquent periods, the maximum number of shares of common stock that may be subject to awards
granted under the Plan can increase by 10% of the difference between the number of sharcs of
common stock outstanding at the end of the current calendar year and the prior calendar year, In no
evenl will the total number of shares that can be issued under the Plan excced 10,000,000.

In connection with the Plan, a total of 84,000 shares of restricted common stock and 126,000 stock
options (exercise price of $25 per share) were granted to our Manager in March 2005. The Manager
subsequently transferred these shares and options to certain of its officers and employces, certain of
our directors and other individuals associated with our Manager who provide services o us, The
restrictions on the restricted common stock lapse and full rights of ownership vest for one-third of the
restricted shares and options on each of the first three anniversary dates of issuance. Vesting is
predicated on the continuing involvement of our Manager in providing services to us. In addition, 3,500
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12. STOCKHOLDERS’ EQUITY AND LONG-TERM INCENTIVE PLAN (Continued)

shares of unrestricted stock were granted to the independent members of our board of directors in
March 2005 in lieu of cash remunerations. The independent members of our board of directors fully
vesled in the shares on the date of grant,

For the year ended December 31, 2006, we issued a total of 38,000 shares of restricted cornmon
stock. Of this amount, 30,000 shares were issued to one of our senior executives. The restrictions on
the restricted common stock lapse and full rights of ownership vest for one-third of the restrictzd
shares on cach of the first three anniversary dates of issuance. The remaining 8,000 shares of restricted
common stock were granted 1o an independent member of our board of directors and one of our
Manager’s employees. The director received two separate 2,000 share grants and with respect to one
such grant, vested one-third immediately and will vest in the remaining shares ratably on the second
and third anniversary dates of issuance, and with respect to the other grant, will vest all such shares on
the first anniversary of issuance. In addition, for the year ended December 31, 2006, we issued 14,000
deferred stock units to certain other independent members of our board of directors. Of this amount,
8,000 deferred stock units were issued in lieu of cash remunerations. These independent members of
our board of directors fully vested in these units at the date of grant. The remaining 6,000 deferred
stock units became one-third vested to the members of our board of directors immediately and will vest
in the remaining units ratably on the second and third anniversary dates of issuance. In August 2006,
one of our Manager’s employees who owned 4,000 shares of restricted common stock resigned prior to
the vesting of any of such shares. In accordance with the agreement pursuant to which those skares
were issued, upon his resignation, those shares of restricted common stock were forfeited back to us, In
March 2006, we granted 4,000 stock options (exercise price of $25 per share) to one of our directors.

During the year ended December 31, 2007, a former senior executive officer resigned and forfeited
20,000 shares of restricted common stock that were issued during the year ended December 31, 2006
and had not vested as of the date of his resignation.

During the year ended December 31, 2007, we issued 2,000 shares of restricted common stock to
an independent member of our board of directors. In addition, during the year ended December 31,
2007, we also issued 20,730 deferred stock units and restricted stock units to certain independent
members of our board of directors. Of these amounts, 16,637 deferred stock units and restricted stock
units and 2,000 shares of restricted stock were issued in licu of cash remunerations. These independent
members of our board of directors fully vested in the deferred stock units at the date of grant.

The fair value of unvested shares of the restricted stock issued to our Manager, directors and
employees of our Manager’s affiliates as of December 31, 2007 and 2006 was $443 and $2,281,
respectively, and the fair value of unvested stock options granted as of December 31, 2007 and 2006
was $9 (80.21 per share) and $228 ($2.63 per share), respectively. For the years ended December 31,
2007 and 2006 and for the period March 15, 2005 (commencement of operations) to December 31,
2005, $643, $1,066 and $708, respectively, was expensed relating to the amortization of the restricted
stock and the stock options. For the years ended December 31, 2007 and 2006 and for the period
March 15, 2005 (commencement of operations) to December 31, 2005, $497, $282 and $0, respectively,
was expensed relating to the amortization of deferred stock units. We expect to recognize
approximately $219 in compensation expense based on outstanding unvested grants for the year ended
December 31, 2008,
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12. STOCKHOLDERS’ EQUITY AND LONG-TERM INCENTIVE PLAN (Continned)

The Binomial option pricing model was used for pricing our stock options with the following
assumptions as of December 31, 2007 and December 31, 2006:

December 31, December 31,
006

2007
Strike price . ... ... L L $25.00 $25.00
Dividend yield . ...... .. ... .. ... ... ... ...... 19.67% 10.75%
Expected volatility ... ..... ... ... .. .. ... ...... 3.0% 220%
Risk free interestrate . ... ... ... .. ... ... ....... 5.0% 5.0%
Expecied life of options ... . ... ... ... ... ... .. 6 years 6 yecars

Option valuation models require the input of highly subjective assumptions including the expected
stock price volatility. Our stock options have characteristics that are significantly different from those of
traded options and changes in the subjective input assumptions could materially affect the fair value
eslimate.

Restricted stock activity from inception is as follows:

Number of
Shares of Weighted Average
Restricted Stock Fair Value
Non-vested stock awards, March 15,2005 .. ... ... — —
Granted . . .. ... e 84,000 $25.00
Vested .. ... .. .. ... —_ —_
Forfeited . ... ... ... ... ... ... ... ... . . ... —_ -
Non-vested stock awards, December 31, 2005. ... .. 84,000 25.00
Granted . ... ... .. . . . 38,000 24.86
Vested ... ... {(28,662) 25.00
Forfeited . ... ... ... .. ... ... . (4,000) 25.00
Non-vested stock awards, December 31, 2006 .. . ... 89,338 2494
Granted . . ... . ... e 2,000 26,85
Vested ... ... . (40,667) 24.87
Forfeited . ....... . ... ... .. ... .. ..... ... (20,000} 25.00
Non-vested stock awards, December 31, 2007 ... . .. 30,671 25.12
Price range of stock awards outstanding . . .. ... ... $22.31-%26.85
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12. STOCKHOLDERS® EQUITY AND LONG-TERM INCENTIVE PLAN (Continued)

Information regarding the granted and outstanding options to purchase our common stock since
inception is as follows:

Weighted Weighted
Number of Average Exercise  Average Fair
Options Price Value
Options cutstanding at March 15, 2005. . . .. — — —
Granted .. ... ... .. ... 126,000 $25.00 $2.19
Exercised . ......... .. ... ... ..... — — —
Forfeited . . .. ....... .. ... ... . .... — — —
Options outstanding at December 31, 2005 .. 126,000 $25.00 $2.19
Granted .. ......... ... ... ... ... 4,000 $£25.00 $2.49
Exercised ........... ... .. ... ..... — — —
Forfeited . ... ... .. ... .. ... ... ... — — —
Options, outstanding at December 31, 2006 . 130,000 $25.00 $2.63
Granted . ... ... ... ... ... . ... — — —
Exercised ....... . ... ... ... ... ... — — —
Forfeited .. ....... ... ... . ... ..... — — —
Options, outstanding at December 31, 2007 . 130,000 $25.00 $0.21
December 3,
2007 2006 2005
Options exercisable at end of period ... .. ... 86,660 43,328 —
Exercise price of options outstanding . .. ... .. 25.00 25.00 25.00
Weighted-average remaining contractual life . . . 7.21 years 8.21 years  9.21 ycars
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12. STOCKHOLDERS’ EQUITY AND LONG-TERM INCENTIVE PLAN (Continued)

Information regarding outstanding deferred stock units since inception is as follows:

Number of Deferred  Weighted Average
Stock Units Fair Value

Deferred Stock Units outstanding at March 185,
2005 L. —_— —

Exercised . ... ... i — —_
Forfeited . .. .. ... .. . . ... .. — —

Deferred Stock Units outstanding at
December 31,2005 . . ... ... ... ... . ... ... — —_
Granted . .. .. ... e e, 21,690 $23.73

Deferred Stock Units outstanding at
December 31,2006 . . ... .. ... ... ... . . ... 21,690 $23.73
Granted . .. ... . .. 20,729 $22.74

Deferred Stack Units outstanding at
December 31,2007 .. ... ... ... 42,419 $23.25

The following table shows our stock repurchase activity during 2007,

Total Number of Maxintum Number

Shares Purchased  of Shares that May

Total Number of Average as Part of Publicly  Yet Be Purchased

Shares Price Paid Announced Plans Under the Plans or
Period Purchased{(1) Per Share(2) or Programs Programs(1)
August 21-31, 2007 . .. ....... .. .. 55,400 $14.48 55,400 1,944,600
September 1-30, 2007 . ... ........ 119,600 15.28 175,000 1,825,000
October 1-31, 2007 ... ........... 59,700 17.24 234,700 1,765,300
November 1-30, 2007 ............ 64,600 13.39 299,300 1,700,700
December 1-31,2007 ............ — —_ 299,300 1,700,700

(1) On August 7, 2007, our board of directors authorized and announced the repurchase of 2,000,000
shares of our common stock in open-markel or in privately negotiated transactions. The amount
and timing of purchases will depend upon a number of factors, including the price and availability
of our shares and general market conditions. This program has no expiration date but may be
terminated by our board of directors at any time. We purchasced an aggregate of 299,300 shares
during the periods indicated above under this program. There arc 1,700,700 shares remaining for
repurchasc under this program as of December 31, 2007,
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12. STOCKHOLDERS’ EQUITY AND LONG-TERM INCENTIVE PLAN (Continued)
(2) Includes brokerage commissions.

Accumulated other comprehensive income for the years ended December 31, 2007 and 2006 and
the period ended December 31, 2005 was comprised of the following:

March 15, 2005

(commencement
Year Ended Year Ended uf operations) to
December 31,  December 31, December 31,
2007 2006 2005

Net unrealized gains (losses) on available

for sale securities . .. ...... .. ... ... $ 9,737 $ 3,561 $(23,447)
Net realized and unrealized gains (losses)

on interest rate swap and cap

agreements accounted for as cash flow

hedges . ... . ... L (25,218) 9,651 11,705

Total other comprehensive income (loss) . $(15,481) $13,212 $(11,742)

13. FINANCIAL RISKS

We are subject to various risks, including credit, interest rate and market risk. We are subjzct to
interest rate risk to the extent that our interest-bearing liabilitics mature or re-price at different speeds,
or different bases, than our interest-earning assets. Credit risk is the risk of default on our investments
that results in a counterparty’s failure to make payments according to the terms of the contract.

Markel risk reflects changes in the value of the sccurities and real estate loans due to changes in
interest rates or other market factors, including the rate of prepayments of principal and the value of
the collateral underlying our available for sale securitics and real estale loans.

As of December 31, 2007 and 2006, the mortgage loans in the underlying collateral pools for all
securities we owned werc secured by properties predominantly in California (22% in 2007, 23% in
2006), Florida (10% in 2007, 10% in 2006), Arizona (8% in 2007, 5% in 2006), New York (7% in 2007,
5% in 2006) and Texas (7% in 2007, 2% in 2006). All other states or countries comprise individuaily
less than 5% as of December 31, 2007 and 2006.

14. RELATED PARTY TRANSACTIONS

We have entered into a management agreement, as amended (the “Agreement”), with our
Manager. The initial term of the Agreement expires in December 2008. After the initial term, the
Agreement will be automatically renewed for a one-year term each anniversary date thereafter unless
we or our Manager terminate the Agreement. The Agreement provides that our Manager will srovide
us with investment management services and certain administrative services and will perform our
day-to-day operations. The monthly base management fee for such services is equal to 1.5% of
onec-twelfth of our equity, as defined in the Agreement, payable in arrears.
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14. RELATED PARTY TRANSACTIONS (Continued)

In addition, under the Agreement, our Manager earns a quarterly incentive fee equal ta 25% of
the amount by which the quarterly net income per share, as defined in the Agreement (which
principally excludes the effect of stock compensation and the unrealized change in derivatives}, exceeds
an amount equal to the product of the weighted average of the price per share of the common stock
we issued in the Private Offering and in the Public Offering and the price per share of common stock
in any subsequent offerings by us, multiplied by the higher of (i) 2.4375% or (ii) 25% of the then
appiicable 1{) year Treasury note rate plus 0.50%, multiplied by the then weighted average number of
outstanding shares for the quarter. The incentive fee is paid quarterly. The Agreement provides that
10% of the incentive management fee is to be paid in shares of our common stock (providing that such
payment does not result in our Manager owning directly or indirectly more than 9.8% of our issued
and outstanding common stock) and the balance is to be paid in cash. Our Manager may, at its sole
discretion, elect o receive a greater percentage of its incentive management fee in shares of our
common stock. The incentive management fees included in our consolidated statements of operations
that were incurred during the years ended December 31, 2007 and 2006 and the period March 15, 2005
(commencement of operations) 1o December 31, 2005 were $124, $68 and $0, respectively. In
accordance with the Agreement, we issued to our Manager shares of our common stock in respect of
10% of such incentive management fees, which totaled 445 shares and 300 shares for the years ended
December 31, 2007 and 2006, respectively.

The Agrcement may be terminated upon the affirmative vote of at least two-thirds of the
independent members of our board of directors after the expiration of the initial term and by providing
at least 180 days prior notice based upon either: (i) unsatisfactory performance by our Manager that is
materially detrimental to us, or (ii) a determination by the independent members of our board of
directors that the management fees payable to our Manager are not fair (subject 1o our Manager’s
right to prevent a compensation termination by agreeing to a mutually acceptable reduction of the
management fees). If we terminate the Agreement, then we must pay our Manager a termination fee
equal to twice the sum of the average annual base and incentive fees carned by our Manager during
the two twelve-month periods immediately preceding the date of termination, calculated as of the end
of the most recently completed fiscal quarter prior to the date of termination.

We issucd to our Manager 84,000 shares of our restricted common stock and granted options to
purchase 126,000 shares of our common stock for a 10 year period at a price of $25 per share in March
2005, We issued to one of our executive officers 30,000 shares of restricted common stock in March
2006. 10,000 of such shares vested on March 15, 2007 and the remaining 20,000 shares were forfeited in
April 2007 when the executive officer to whom such shares were issued resigned from his position with
us. We issued to one of our directors 2,000 shares of restricted stock in November 2006 and 2,000
shares of restricted stock in May 2007, both of which vest on the first anniversary of the date of
issuance. For the years ended December 31, 2007 and 2006 and for the peried March 13, 2005
(commencement of operations) to December 31, 2005, the base management expense was $5,823,
$6,830 and $4,821, respectively. Included in the management fee expense for the years ended
December 31, 2007 and 2006 and the period March 15, 2005 {commencement of operations) to
December 31, 2005 is $555, $1,024 and $627, respectively, of amortization of stock-based compensation
related to restricted stock and options granted.
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14. RELATED PARTY TRANSACTIONS (Continued)

The Agreement provides that we are required to reimburse our Manager for certain experses
incurred by our Manager on our behalf provided that such costs and reimbursements are no greater
than that which would be paid to outside professionals or consultants on an arm’s length basis. For the
years ended December 31, 2007 and 2006 and the period March 15, 2005 (commencement of
operations) to December 31, 2005, we were not charged any reimbursable costs by our Manager.

In January 2007, we purchased a $28,462 investment in BREF One, LLC (the “Fund™), a real
estate finance fund sponsored by Brookfield Asset Management Inc. (“Brookfield”), the indirect parent
of our Manager, and managed by a Brookfield subsidiary, and incurred a $10,392 unfunded capital
commitment to the Fund. The acquisition was made from two subsidiaries of Brookfield. As of
December 31, 2007, the unfunded commitment totaled $1,535. In addition, income from the equity
investment in the Fund for the year ended December 31, 2007 was $2,610.

In February 2007, we entered into a sale and purchase agreement with BREOF BNK Fannin LP
and BREOF BNK Phoenix LLC, two subsidiarics of a real estate opportunity fund sponsored by
Brookfield and managed by a Brookfield subsidiary, to acquire two commercial properties as described
in Note 5 to these financial statements for a total purchase price of $234,710. We paid the purchase
price for the properties with the proceeds from a $198,500 mortgage loan from an cxternal lender that
bears interest at an annual rate of 5.509% and matures on April 1, 2017 and with available cash. In
addition to the sale and purchase agreement, we entered into rent cnhancement agreements with
BREOF BNK Fannin LP and BREQOF BNK Phoenix LLC under which we will receive monthly rent
enhancement payments through 2015 totaling $15,905.

In April 2007, we issued $115,000 of senior mortgage-backed notes through a newly-formed
subsidiary, CRZ ABCP Financing LLC. We retained $9,250 of senior subordinated mortgage-backed
notes and $4,250 of subordinated mortgage-backed notes. CRZ ABCP Financing LLC holds assets,
consisting of commercial whole mortgage loans, which serve as collateral for the mortgage-backed
notes. Senior mortgage-backed notes in the aggregate principal amount of $101,500 were issued to an
affiliate of our Manager with floating coupons with an interest rate of three-month LIBOR plus 0.35%.
Interest on the senior mortgage-backed notes is payable monthly. The senior mortgage-backed notes
mature in April 2017 and the outstanding principal is due at maturity. Early repayments of the
underlying mortgage loans require repayment of a portion of the senior mortgage-backed notes. The
senior mortgage-backed notes are treated as a secured financing, and are non recourse to us. Froceeds
from the sale of the senior mortgage-backed notes issued were used to repay outstanding debt under
our repurchase agreements. As of December 31, 2007, the mortgage-backed notes were collateralized
by real estate loans with a carrying value of $114,637.

[n August 2007, we entered into a $100,000 unsecured 364-day credit facility with Brookfield US
Corporation (f/k/a Brascan (U.S.) Corp.), an affiliate of our Manager. Indebtedness outstanding under
the unsecured credit facility bore interest at LIBOR + 4.00%. In November 2007, we and Brookfield
US Corporation amended the terms of the facility, effective as of September 30, 2007, 1o convert the
facility to a secured revolving credit facility that provides for borrowings of up to $100,000 in the
aggregate and expires in May 2009. On March 7, 2008, we and Brookfield US Corporation amended
the terms of the facility, effective as of December 31, 2007, to extend the term of the facility from
November 2008 to May 2009, to revise the financial covenant relating to minimum net worth and to
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14. RELATED PARTY TRANSACTIONS (Continued)

eliminate the financial covenants relating to minimum net income (as defined in the facility), a
maximum leverage ratio and interest rate sensitivity. The secured facility bears interest at

LIBOR + 2.50%. The credit facility and the amendments were approved by the independent members
of our board of directors. The credit agreement contains customary representations, warranties and
covenants, including covenants limiting dividends, liens, mergers, asset sales and other fundamental
changes. In addition, the credit agreement contains additional covenants, which include maintaining a
certain minimum net worth. As of December 31, 2007, we owed $67,319 under this credit facility.

In August 2007, we sold one whole loan to an affiliate of our Manager at its carrying value plus
accrued interest receivable, for total proceeds of $45,369.

In September 2007, we entered into a sale and purchase agreement with BREOF BNK2
Arlington LP, a subsidiary of a real estate opportunity fund sponsored by Brookfield and managed by a
Brookfield subsidiary, 1o acquire one commercial property as described in Note 5 to these financial
statements for a total purchase price of $26,494. We paid the purchase price for the property with the
proceeds from a $20,880 mortgage loan from an external lender that bears interest at an annual rate of
6.29% and matures on October 1, 2017 and with available cash. In addition to the sale and purchase
agreement, we entered into rent enhancement agreements with BREOF BNK2 Arlington LP under
which we will receive monthly rent enhancement payments through 2019 1otaling $6,902.

The following amounts from related party transactions are included in our statement of operations
for the years ended December 31, 2007 and 2006 and the period March 31, 2005 {(commencement of
operations) to December 31, 2005:

March 15, 2005

{commencement
Year Ended Year Ended of operations) to
December 31, December 31, December 31,
2007 2006 2065
Interest income from real estate loans
to related parties . . ... ......... $1,517 $2,395 § —
[nterest expense on indebtedness to
related parties . . .............. 8,891 3,115 453

Interest income from rent

enhancement receivables from

related parties . . ... ........... 606 - —
Income from equity investment in

private investment fund managed

by related party . . ... .......... 2,610 — —
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The following amounts from related party transactions are included in our balance sheets as of
December 31, 2007 and 2006:

December 31, December 31,

2007 2006

Real estate loans to related parties ... .............. $ — $ 42,885
Interest receivable from real estate loans to related parties — 1,134
Interest payable on indebtedness to related parties . .. . .. 483 117
Rent enhancement receivable from related partics . ... .. 16,311 —
Investment in private investment fund managed by related

DATIY ittt e e e 36,211 —
Senior morlgage-backed notes, related party . ...... ... 99,815
Repurchase agreements, related party . .............. — 144,806
Secured revolving credit facility, related party. ... ... ... 67,319 —

We and our Manager have entered into sub-advisory agreements with other affiliated entitizs and
the fees payable under such agreements will be paid from any management fees earned by our
Manager. In addition, certain of these affiliated sub-advisory entities introduced investments to us for
purchase that we acquired for a total of $289,009 and $21,986 during the years ended Decembe: 31,
2007 and 2006, respectively. The purchase price of three commercial real estate properties that we
purchased from an affiliate of our Manager, at a total cost of $260,543, were determined as part of a
competitive bid process, and the purchase price of our investment in a private equity fund mane, ged by
an affiliate of our Manager, at a total initial cost of $28,462, was acquired at its book value assuming
hypothetical liquidation. All such acquisitions were approved in advance by the independent members
of our board of directors.
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15. EARNINGS PER SHARE

The following table sets forth the caiculation of basic and diluted EPS for the years ended
December 31, 2007 and 2006 and the period ended December 31, 2005 (in thousands, except share and
per share amounts):

Year Ended December 31, 2007 Year Ended December 31, 2006 Period Ended December 31, 2005

Weighted Weighted Weighted
Average Average Average
Number of Per Number of Number of
Shares Share Net Shares Per Share Net Shares Per Share
Net Loss  Outstanding Amount  Income  Outstanding  Amount  Income CQutstanding Amount
Basic EPS;
Net eamnings (loss) per share
of common stock ....... $(345,878) 24,962,708 $(13.86) $46,917 20,646,637 $2.27 $13948 17487500 $0.80

Effect of Dilutive Securities:
Options outstanding for the
purchase of common stock . . — — - — — —

Diluted EPS:
Net eamings (loss) per share
of common stock and
assumed conversions . . . .. §(343,878) 24962, 708 $(13.86) $46917 20,646,637 $227 $13948 17487500 $0Q.80

Al December 31, 2007, 2006 and 2005, options to purchase a total of 130,000 shares of common
stock, 130,000 shares of common stock and 126,000 shares of common stock, respectively, have been
excluded from the computation of diluted EPS as they were determined to be antidilutive.

16. INITIAL PUBLIC OFFERING

In August 2006, we completed the Public Offering, in which we sold 7,500,000 shares of common
stock, $0.001 par value, at an offering price of $23 per share. We reccived proceeds from this
transaction in the amount of $162,409, nct of underwriting commissions and discounts but before other
offering costs in the amount of $3,810. Each share of common stock entitles its holder 1o one vote per
share. An affiliate of thc parent of our Manager purchased 1,000,000 shares of our common stock in
the Public Offering. Our outstanding shares totaled 25,019,500 after the closing of the Public Offering.

17. FAIR VALUE OF FINANCIAL INSTRUMENTS

We are required to disclose the fair value of our financial instruments for which it is practical to
estimate that value under SFAS No. 107, Disclosure about Fair Value of Financial Instruments
(“SFAS 1077). SFAS 107 defines the fair value of a financial instrument as the amount at which such
financial instrument could be exchanged in a current transaction between willing parties, in other than
a forced sale or liquidation. For certain of our financial instruments, fair values are not rcadily
available since there are no active trading markets as characterized by current exchanges between
willing partics. Accordingly, we derive or estimate fair value using various valuation techniques, such as
compuling the present value of estimated future cash flows using discount rates commensurate with the
risks involved. However, the determination of estimated cash flows may be subjective and imprecise.
Changes in assumptions or estimation methodologies can have a material effect on these estimated fair
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values. In that regard, the derived fair value estimates may not be substantiated by comparison (0
independent markets, and in many cases, may not be realized in immediate setilement of the
instrument. The fair values indicated below are indicative of the interest rate, prepayment and loss
assumptions as of December 31, 2007 and 2006, and may not take into consideration the effects of
subsequent interest rate, prepayment or loss assumption fluctuations, or changes in the values of
underlying collateral. The fair value of cash and cash equivalents, restricted cash, receivables, prepaid
expenses and other assets, accounts payable, accrued expenses and cash collateral payable, due 1o
Manager, due to broker, dividends payable and interest payabic approximate their carrying values due
to the short maturitics of these items.

The carrying amounts and estimated fair values of our other financial instruments as of
December 31, 2007 and 2006 were as follows:

December 31, 2007 December 31, 2006
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Assets:
Available for sale securities . ............... $1,815,246 §1,815246 $3,342,608 $3,342,608
Realestate loans . . ... ...« i 170,780 170,402 237,670 235,900
Other investments . . . . . .o vttt e e e 37,761 37,175 20,133 20,133
Derivative assels . - . o o vt v e e 560 560 20,865 20,865
Liabilities:
Repurchase agreements .. ... ....... .. ... 1,276,121 1,276,121 2,723,643 2,723,643
Repurchase agreements, related party . ........ — — 144 806 144,806
Collateralized debt obligations . .. ........... 486,608 299,034 194,396 194,396
Junior subordinated notes .. ... ... ... ... .. 51,550 32,068 -— —
Mortgages payable. .. ........ ... oL 219,380 217,660 — —
Senior mortgage-backed notes, related party . . . . 99,815 92,271 — —
Secured revolving credit facility, related party . . . 67,319 67,319 — —
Derivative liabilities . . ... ... .. ... L, 61,729 61,729 11,148 11,148

The methodologies used and key assumptions made 1o estimate fair values are as follows:

Available for sale securities—The fair value of securities available for sale is estimated by obtaining
broker quotations, where available, based upon reasonable market order indications or a good faith
estimate thercof. For securitics where market quotes are not readily obtainable, management may also
estimate values, and considers factors including the credit characteristics and term of the underlying
security, market yields on securities with similar credit ratings, and sales of similar securitics, where
available,

Real estate loans—The fair value of our loan portfolio is estimated by using a discounted cash flow
analysis, utilizing scheduled cash flows and discount rates estimated by management to approxirnate
those that a willing buyer and scller might use.
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17. FAIR VALUE OF FINANCIAL INSTRUMENTS (Continued)

Other investments—The fair value of our interest in equity investments is estimated by using the
book value assuming hypothetical liquidation. The fair value of our interest in trust preferred securities
is cstimated using a discounted cash flow analysis, based on management’s estimates of market interest
rafes.

Derivative assets and liabilities—The fair value of our derivative assets and liabilities is estimated
using currcnt market quotes and third-party quotations, where available.

Repurchase agreements—Management believes that the stated intercst rates approximate market
rates (when compared to similar credit facilities with similar credit risk). Accordingly, the fair value of
the repurchase agreement is estimated to be equal (o the outstanding principal amount.

Collateralized debt obligations—The fair value of collateralized debt obligations is estimated using a
discounted cash flow analysis, based on management’s estimates of market interest rates. For mortgages
where we have an carly prepayment right, management also considers the prepayment amount in
evaluating the fair value,

Junior subordinated notes—The fair value of our junior subordinated notes is estimated using a
discounted cash flow analysis, based on management’s estimates of markel interest rates.

Senior mortgage-backed notes, related party—The fair value of our senior mortgage-backed notes are
estimated using a discounted cash flow analysis, based on management's cstimates of market interest
rates.

Secured revolving credit facility, related party—Management believes thal the stated interest rates
approximate market rates (when compared to similar credit facilities with similar credit risk).
Accordingly, the fair value of the secured revolving credit facility, related party, is estimated to be
equal to the outstanding principal amount

Mortgages payable—The fair value of our mortgage notes is estimated using a discounted cash flow
analysis, based on management’s estimates of market interest rates.

18. SEGMENT REPORTING

We determined that we operate in two reporiable sepments: a Securities, Loans and Other
segment and a Commercial Real Estate segmenlt. The accounting policies of the segments arc the same
as those described in the summary of significant accounting policies as discussed in Note 2. The
reportable segments were determined based on the allocation of our investment porifolio between
investment activity and commercial real estate operations in which separate performance data is
produced and analyzed by management and our chief operating decision-maker.

Our Securities, Loans and Other segment includes all of our investment activities related to
securities, real estate loans and equity investments. Our Commercial Real Estate segment includes all
of our activities related to the ownership and leasing of the three properties that we acquired in 2007
as described in Note 5.
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18. SEGMENT REPORTING (Continued)

The following table summarizes our segment reporiing for the year ¢nded December 31, 2007 (in

thousands):

Total revenues .. ... oo v i s
Interest expense . . ... .. ..o

Depreciation and amortizalion expense

Total expenses ... ... e
Income (loss) before other revenues (expenses)
Netloss. . ..o i
Totalassets . .......... ... ...t

Securities,

Loans, and Commercial
Other Real Estate Total
$ 219919 § 16,210 § 236,129
147,722 9,075 156,797
— 8,948 8,948
165,221 19,117 184,338

54698  (2.907) 51,791
(342,954)  (2.924)  (345,878)
2,143,727 335711 2,479,438

19, SELECTED QUARTERLY RESULTS OF OPERATIONS (Unaudited)

The following is a summary of the unaudited quarterly results of operations for the years ended
December 31, 2007 and December 31, 2006 and the period March 15, 2005 (commencement of
operations) to December 31, 2005 (in thousands except per share data):

Operating results:

Total interest and dividend income . ............
Rental income, net . . ... ... oo
Total TeVENUES . . . . oot i e
Interest expense(1) . . ... .. oo
Income before other revenues (expenses) ........
Netincome (loss) . .. ... ..ot

Per share dala:

Net income (loss)—basic . ......... ..........
Net income (loss)—diluted .. . ................
Regular dividends declared . .. .. ..............
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December 31, September 30,  June 30, March 31,
2007 2007 2007 2007
$ 45510 $ 59,677 $57.503  $57,229

5,554 4,998 5,110 548
51,064 64,675 62,613 51,777
31,579 41,920 43,179 40,119

9,153 16,565 12,398 13,675

(250,414)  (93934)  (9,074) 7,544
$ (10.10) § (3.76) $ (0.36) $ 030
$ (10.10) $§ (3.76) $ (0.36) $ 030

$ 068 $ 068 § 068 $ 068
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19. SELECTED QUARTERLY RESULTS OF OPERATIONS (Unaudited) (Continued)

December 31, September 30,  June 30, March 31,
2006 2006 2006 2006

Operating results:

Total interest and dividend income .. ........... $59,118 $55,627 $45,401 341,078
Rental income, net . . ... ... ... .. ... ... ... — —_ — —
Total revenues . ... ... e e 59,118 55,627 45,401 41,078
Interest expense . . .. ... e 39,873 39,452 31,425 28,851
Income before other revenues (expenses) ........ 15,954 12,891 11,240 9,462
Net inCOme . .. .o o e e e e e e 14,210 11,255 6,008 15,444
Per share data:
Net income—basic . .. ... .. ... . .. ... $ 057 $ 050 $ 034 § 088
Net income—diluted ... ... ... ... ... ... ... .. $ 057 $ 050 $ 034 S 088
Regular dividends declared .. ... ... ... ... ... § 0466 $ 0.60 $0725 §0725

(1) In our Form 10-Q filings for the quarters ended September 30, 2007, June 30, 2007 and March 31,
2007, we included certain realized and unrealized gains (losses) on interest rate derivative
instruments as an element of interest income (expense). In this Form 10-K, those amounts, totaling
$80 for the quarter ended September 30, 2007, $1,186 for the quarter ¢nded June 30, 2007 and
$(16) for the quarter ended March 31, 2007, respectively, have been reclassified from interest
income (expense) to an element of other revenues (expenses).

Basic and diluted earnings per share are computed independently for each of the periods.
Accordingly, the sum of the quarterly carnings per share amounts may not agree to the total for the
year. )

20. SUBSEQUENT EVENTS

In March 2008, we declared a quarterly dividend of $0.68 per share, which will be paid on
April 29, 2008 1o our stockholders of record as of March 31, 2008,

During the period January 1, 2008 to March 12, 2008, we closed out six CDS on single names in
an aggregate notional amount of $55,000. In the first quarter of 2008, we estimate that we will
recognize losses of approximately $30,258 on these CDS related to our closing out these six CDS, of
which $19,780 was accrued in 2007 as an unrealized loss. Following these transactions, the Company
has a total of $20,000 of single name CDS exposure remaining.

During the period March 7, 2008 10 March 12, 2008, we sold approximately $688,400 of Agency
MBS securities for cash proceeds totaling approximately $673,600, which after repayment of debt and
return of margin cash provided net cash of approximately $17,000, and incurred a realized loss of
approximately $14,800.

On March 12, 2008, we sold our interest in BREF One, LLC to an affiliate of our Manager at its
book value, assuming hypothetical liquidation, and incurred no gain or loss. We were released from our
future funding commitment with respect to that investment in connection with the sale, which was
approved by the independent members of our board of directors.
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Schedule Il—Valuation and Qualifying Accounts and Reserves
For the Years Ended December 31, 2007 and 2006 and
the Period March 15, 2005 (commencement of operatiens) to December 31, 2005
(in thousands)

Additions Decreases
Balance at Charged to Charged to
beginning of  costs and other Accounts Balance at
Description period expenses accounts(l)  written off(Z2)  end of period
Allowance for loan loss—
Deducted from Real Estate Loans, Net in
the Consolidated Balance Sheet
2007 ... 5 — $4,500 $ — 5 — $4,500
2006 ... — — — - —
205 .. — — — — —

{1) Includes additions for acquisitions and reclassifications

(2) Consists of write-offs, net of recoveries and collection fees in each year
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Reconciliation of Gross Amount at Which Carried at Close of Period

Balance, December 31, 2006 . . .. .. .. e $ —_
Additions during period:
Acquisitions through foreclosure .. ... . ..... .. ... ... .. ... —
Other acquisitions . . ... ... ... ... . i e 239,473
Improvements, CLC. .. .. ... .. —
Deductions during period:
Costofrealestate sold .. ... ... ... .. . . . ... e, —

Balance, December 31,2007 .. ... $230.473

(2) Thc initial cost includes the purchase price paid by the Company and acquisition fees and
expenses. The total cost basis of the Company’s properties at December 31, 2007 for
Federal income tax purposes was approximately $239.5 million.

(3) A reconciliation of changes 10 the Accumulated Depreciation on Real Estate owned
during the period is as follows:

Reconciliation of Accumulated Depreciation

Balance, December 31,2006 . .. ... .. ... E -
Additions during period:
Depreciation and amortization €Xpense . . ... ... 4,710
Deductions during period:
Accumulated depreciation and amortization on real estate sold . . . . . ..

Balance, December 31, 2007 . . ... $4. 10
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Crystal River Capital, Inc. and Subsidiaries
Schedule IV—Schedule of Mortgage Loans on Real Estate

December 31, 2007
(in thousands)

Principal
Amount of
Loan
Subject to
Final Face Carrying Delinquent
Interest Maturity Prior Amount of Amount of Frincipal
Loan Type Rate Date Periodic Payment Terms  Liens(1) Mortgages Mortgages(2) or Interest
Construction Loans:
Birchwood Acres . . .. 8.33%  July 2008 [nterest payable monthly nfa $ 11,600 $ 11,602 —
with scheduled periodic
principal payments over
the life to maturity
Cambridge Condos .. 16.00 May 2008 Interest payable monthly  $40,437 13,770 9.270 —
with the principal due at
maturity
Total construction loans . 400,437 25,370 20872
Mezzanine Loans:
Walgreens . .. ... .. 732  February 2016 Principal and interest are 112,175 11,063 11,127 —
payable monthly based
on amortization schedule
over the life to maturity
Best Western _ .. . .. 9.94 August 2016 Interest payable monthly 80,000 15,000 14,900 —
with the principal due at
maturity
Sheffickd Building . .. 1403  October 2008 Interest payable monthly 242,795 5.860 3,866 —
wilh the principal due at
maturity
‘Total mezzanine loans 434,970 31,923 31,893
Whole Loans:
Forestville Plaza . ... 848 November 2009 Interest payable moathly nfa 3,400 3379 —
with the principal due at
maturity
Nationwide—Fairgate
Apartments . . . . .. 598 November 2012 Principal and interest are n/a 4,737 4,850 —
payable monthly based
on amortization schedule
over the life to maturity
Nationwide—Willow
Springs Apts . . . . . 629 November 2013 Principal and interest are n/a 6.605 6,873 —
payable monthly based
on amortization schedule
over the life to maturity
Nationwide—Marine
Drive Tech Center . 5.20 August 2016 Principal and interest are n/a 3,945 3919 —
payable monthly based
on amortization schedule
over the life to maturity
Nationwide—Garden
Grove Communily
Center . ........ 6.33 June 2015 Principal and interest are nfa 9,049 9,473 —

payable monthly based
on amortization schedule
over the life to maturity




Principal

(2)

Includes unamortized underwriting costs

5-5

Amount of
Loan
Subject to
Final Face Carvying Delinguent
Interest Maturity Prior Amount of Amount of  Principal
Loan Type Rate Date Periedic Payment Terms Liens(l) Morigages Mortgages(2) or Interest
Nationwide—Pioneer
Ridge Apartments . 325 July 2014 Principal and interest are  nfa 12,538 12,434 —
payable monthly based
on amortization schedule
over the life to maturity
Nationwide—Torrance
Tech Business
Center ., ....... 4,95  December 2014 Principal and interest are nfa 4,902 47719 —
payable monthly based
on amortization schedule
over the life 10 maturity
Nationwide—Shops of
Dunwoody . ... .. 6.66 August 2015 Principal and interest are nfa 8344 8,921 —
payable monthly based
on amortization schedule
over the life 1o maturity
Nationwide—Coral
Springs Shopping
Center . . ....... 494  January 2015  Principal and interest are  nfa 11,178 10,902 —
payable monthly based
on amortization schedule
over the life to matwrity
Nationwide—
American
Distribution 1l . ... 529  February 2016 Principal and interest are  n/a 5,140 5,108 —
payable monthly based
on amortization schedule
over the life to maturity
Nationwide—121
Champion Way ... 322  Aupust 2015 Principal and interest are nfa 7937 1851 —
payable monthly based
on amortization schedule
over the life to maturity
Nationwide—Roseville
Industrial . ... ... 541 January 2016 Principal and interest are nfa 22,396 22,383 —
payable monthly based
on amortization schedule
over the life 1o maturity
Nationwide—Seaboard
Commons . . ... .. 6.21 July 2016 Principal and interest are n/a 12,489 13,085 —
payable monthly based
on amortization schedule
over the life 1o maturity
Nationwide—Stone
Creek Village 6.01 July 2016 Interest payable monthly nfa 3,899 4,058 —
with the principal due at
maturity
Total whole loans . . . . . —_ 116,559 118,015
Total loans .. . ... ... $475407 $173,852 $170,780
(1) Represents estimated amount of mortgage liens collateralizing senior debt



Reconciliation of Mortgage Loans on Real Estate

Balance, March 15, 2005
Additions during period:
New mortgage l0aNs . . ... ... oot e
Underwriling COSIS . . .. vttt e ot it
Subtractions during period:
Mortgages SOId . .. . ... oL
Principal payments ... .. ... ... ..o
Amortization of underwriting Costs . ... ... ...

Balance, December 31, 2005 . . . . . ...
Additions during period:
New mortgage loans . . ... ..ottt
Capitalized INMETESL . . ..o v it e oo e
Underwriling COSLS .« o o vttt et e e e e
Subtractions during period:
Mortgages sOld . ... .. L
Principal Payments . ... ... .ou it
Amortization of underwriting COSIS . . . . ... oot u it a et
Foreign currency translation losses . . . . ... .. i
Mortgages repaid . ... ...

Balance, December 31, 2006 . . . ..o oo e

Additions during period:
New mortgage loans and advances . . ... ... .o i
Foreign currency translation gain . . ........ ... ...l
Capitalized IMTEFEST . .. .. oo ot
Amortization of diSCOUNL . . . ... ..t i e e
Underwriling COSIS .. .ot ittt e

Subtractions during period:
Mortgages sold . . . .. .. ...
Principal redemption . . .. ... ... L
Principal PAYIMENTS . . .o\ o ottt e
Loan [08S Provision . . ... ... vttt s
Amortization of underwriting coStS . ... ... ..
Write-offs of underwriting Costs . . .. ... .o
Amortization of Premium .. ..., . ... ..

Balance, December 31, 2007 . . ..o
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179,220
50

(32,676)
(89)

146,497

140,208
1,164
174

(2,052)
(38)
(144)
(48,139)

237,670

30,211
3,819
1,105

111
61

(55,257)
(37,000)
(5,084)
(4,500)
(29)
(20)
(307)
$170,780




Exhibit 31.1

CERTIFICATION
PURSUANT TO 17 CFR 24(0.13a-14
PROMULGATED UNDER
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2003

[, Clifford E. Lai, certify that:
1. I have reviewed this annual report on Form 10-K of Crystal River Capital, Inc.;

2. Bascd on my knowledge, this report does not contain any untrue stalement of a material fact
or omit to stale a material fact necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading with respect to the period covered by this
report;

3. Based on my knowledge, the financial statements, and other financial information included in
this report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4. The regisirant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for
the registrant and we have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our superviston, to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control
over financial reporting to be designed under our supervision, 1o provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with gencrally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such cvaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial
reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth
fiscal quarter in the case of an annual report) that has matcrially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent
evaluation of internal control over financial reporting, 1o the registrant’s auditors and the audit
committee of registrant’s board of directors (or persons performing the equivalent functions):

(2) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the registrant’s
ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who
have a significant role in the registrant’s internal control over financial reporting.

/s/ CLIFFORD E. Lal

Clifford E. Lai
President and Chief Executive Officer

Date: March 13, 2008




Exhibit 31.2

CERTIFICATION
PURSUANT TO 17 CFR 240.13a-14
PROMULGATED UNDER
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Craig J. Laurie, certify that:
1. I have reviewed this annual report on Form 10-K of Crystal River Capital, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact
or omit to state a material fact necessary to make the statements made, in light of the circumstar.ces
under which such statements were made, not misleading with respect to the period covered by this
report;

3. Based on my knowledge, the financial statements, and other financial information included in
this report, fairly present in all material respects the financial condition, results of operations and cash
fiows of the registrant as of, and for, the periods presenied in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)}) for
the registrant and we have:

{(a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures o be designed under our supervision, to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within rhose
entities, particularly during the period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such intcrnal control
over financial reporting to be designed under our supervision, to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements fcr
external purposes in accordance with generally accepted accounting principles;

(¢} Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
prescated in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial
reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s fcurth
fiscal quarter in the casc of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

S. The registrant’s other certifying officer and | have disclosed, based on our most recent.
evaluation of internal control over financial reporting, to the registrant’s auditors and the audit
committee of registrant’s board of directors {or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are rcasonably likely to adversely affect the registrant’s
ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employecs who
have a significant role in the registrant’s internal control over financial reporting.

/s/ CRAIG J. LAURIE

Craig J. Laurie
Chief Financial Officer and Treasurer

Date: March 13, 2008




Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION %06 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Crystal River Capital, Inc. (the “Company”) on
Form 10-K for the peried ending December 31, 2007 as filed with the Securities and Exchange
Commission on the date hereof (the “Report”), 1, Clifford E. Lai, President and Chief Executive
Officer of the Company, certify, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002, that:

1. The Report fully complies with the requirements of section 13(a) or 15(d)} of the Securities
Exchange Act of 1934; and

2. The information contained in the Report fairly presents, in all material respects, the financial
condition and result of operations of the Company.

/s/ CLIFFORD E. LAl

Clifford E. Lai
President and Chief Fxecutive Officer

Date: March 13, 2008




Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Crystal River Capital, Inc. (the “Company”} on
Form 10-K for the period ending December 31, 2007 as filed with the Securities and Exchange
Commission on the date hereof (the “Report”), 1, Craig J. Laurie, Chief Financial Officer and
Treasurer of the Company, cerlify, pursuant to 18 U.S.C. Scction 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002, that:

1. The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

2. The information contained in the Report fairly presents, in all material respects, the financial
condition and result of operations of the Company.

/s/ CRAIG J. LAURIE

Craig J. Laurie
Chief Financial Qfficer and Treasurer

Date: March 13, 2008
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Clifford Lai

President and Chief Executive Qfficer
of Crystal River Capital, Inc.
Managing Partner of

Brookfield Asset Management Inc.

Rodman Drake

Trustee of the Excelsior and
Colembia Atlantic Funds
Lead Independent Director

Janet Graham
Managing Director of 1€ Alliance Inc.

Harald Hansen

Chairman of the Nominating and
Corporate Governance Committee of
Crystal River Capital, Inc.

William Paulsen

Trust Manager for Camden Properties
Chairman of the Compensation Committee
of Crystal River Capital, Inc.

Louis Salvatore
Chairman of the Audit Committee
of Crystal River Capital, Inc.
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Corporate Office

Crystal River Capital, Inc.

Three World Financial Center

200 Vesey Street, 10th Floor

New York, NY 10281-1010

212-549-8400

www.crystalniverreit.com

Please direct your inquiries to:
Marion Hayes

IS GIE ELT

Phone: 212-549-8413

Fax: 212-549-8309

E-mail: mhayes@crystalriverreit.com

Common Stock Listing
New York Stock
Exchange Symbol: CRZ

Legal Counsel

Paul, Hastings, Janofsky & Walker LLP
75 East 55th Street

New York, NY 10022

Independent Registered
Public Accounting Firm
Ernst & Young LLP

5 Times Square

New York, NY 10036

Stock Transfer Agent and Registrar
Stockholder inquiries relating to
distributions, address changes and
stockholder account information
should be directed to the Company’s
transfer agent:

American Stock Transfer and Trust Company
Shareholder Services Department

59 Maiden Lane

New York, NY 10038

800-937-5449

www_amstock.com

Annual Stockholder Meeting

The Annual Stockholder Meeting will be held

on Tuesday, June 10, 2008 at 10:00 a.m,

Eastern Time at the Embassy Suites Hotel,

102 North End Avenue, New York, New York 10282

The chief executive officer and chief financial officer certifications required by Section 302 of the Sarbanes-Oxley Act of 2002 have been filed as exhibits to

Crystal River's Annual Repart on Form 10-K for the year ended Oecember 31, 2007.

On June 20, 2007, Clifford Lai, Crystal River's Chief Executive Officer, submitted to the New York Stock Exchange the CEQ certification required by the
NYSE's rules certifying that he was not aware of any violations by Crystal River of the NYSE's corporate governance listing standards.

'::‘ This report was produced using recycled paper.
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